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SUMMARY OF SERVICES’ WRITTEN DIRECT REMAND TESTIMONY

This Summary of Services” Written Direct Remand Testimony briefly describes the
topics covered in the testimony submitted by each of the Services’ fact and expert witnesses in
support of the Services’ Joint Rate Proposal and Joint Opening Brief.!

skeskek
Amazon:

Rishi Mirchandani. Rishi Mirchandani is the Head of Content Licensing and Strategy for

Amazon’s digital-music business. Mr. Mirchandani’s testimony addresses the practical
importance of placing a per-subscriber cap on the amount of a music service’s Total Cost of

Content (“TCC”) that can be used to calculate mechanical royalties for portable subscription

offerings. Mr. Mirchandani explains that_

! Each Service is submitting its witnesses” Written Direct Remand Testimony separately.
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Mr. Mirchandani also addresses the “see-saw” hypothesis—that record labels will agree
to reduce sound recording royalties in response to increases in mechanical royalties. Mr.
Mirchandani explains that the “see-saw” hypothesis is inconsistent with his experience

negotiating Amazon’s most recent agreements with the major record labels for sound recording

rights n the United Stocs. |
ek

Google:
Waleed Diab. Waleed Diab is the Global Head of Recorded Music Business
Development at Google. He manages Google’s business relationships with record labels,

including partnership efforts and licenses with both major and independent labels. As Mr. Diab

_. Following the Board’s initial
determination.
. . Dich's writen

testimony references a number of Google agreements, which Google is producing to the other
participants concurrent with this filing.

Dr. Gregory Leonard. Dr. Gregory Leonard, Google’s expert economist, discusses the

economic effects of the royalty structure adopted in the initial Phonorecords Il determination.
As Dr. Leonard concludes, the Majority’s decision to adopt an uncapped TCC prong while

simultaneously raising the TCC rate was economically unsound. The Majority’s new rate
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structure eliminated the cap on TCC, thus removing the downside risk protection for services
while leaving in place the downside risk protection for musical works owners. Worse,
eliminating the cap made it more likely that the TCC prong would determine the royalty rate for
musical works, thus tying musical works royalties to sound recording royalties—a market
infected by the record label’s complementary oligopoly power. And still worse, the Board’s
decision to raise rates for musical works on the belief that it would cause a decrease in rates for
sound recordings is contradicted by economic and empirical evidence.

skeskosk
Pandora:

Michael L. Katz. Michael Katz is the Sarin Professor Emeritus in Strategy and

Leadership at the University of California at Berkeley’s Haas School of Business
Administration. Professor Katz has reviewed the Final Determination and the rates adopted by
the Majority. He provides written remand testimony on behalf of Pandora Media, LLC opining
that the Majority’s adoption of a rate structure that includes an uncapped total content cost
(TCC) prong combined with significantly increased rates fails to satisfy the four statutory
objectives identified in 17 U.S.C. 801(b)(1). Specifically, Professor Katz opines that the rebuttal
testimony of Professor Richard Watt, which formed a central pillar of the Majority’s rate
determination, is severely flawed in key respects, most notably in his prediction that the so-called
“see-saw” effect would cause sound recording rates to drop; as Professor Katz demonstrates, the
see-saw effect is both flawed in theory and non-existent in reality.

Professor Katz also opines that Shapley Value models, contrary to the assertions of
Professor Watt, do not eliminate the effects of hold-out, the abuse of market power, or the effects

of walk-away power—and thus cannot be assumed to correspond to the output of an effectively
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competitive market that satisfies the 801(b) factors. Indeed, Professor Katz demonstrates that the
Majority’s rate structure and rates fail to satisfy each of the 801(b) factors, unfairly providing the
Copyright Owners with the full rate increases predicted by their Shapley-inspired models while
penalizing the Services with returns that—thanks to the collapse of the see-saw prediction—fall
well below what those very same models would prescribe for the Services. By comparison,
Professor Katz shows that the Services’ proposed rates, based on the Phonorecords 11
Settlement, readily satisfy each of the 801(b) factors.

George White. George White is the Senior Vice President, Music Licensing, for

Pandora. Mr. White’s testimony discusses how Pandora’s rates for sound recordings -

- As M. White explains,

I . hitc's testimony dtals

the trajectory and substance of Pandora’s negotiations with the major record companies and

aggregators, including Pandora’s _

kksk

Spotify:

Benjamin Kung. Benjamin Kung is a Director in the Financial Planning & Analysis

(“FP&A”) team at Spotify USA Inc. (“Spotify”), currently serving as the Head of Strategic

Planning and Licensing Finance. He has been a Director within the FP&A group since
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December of 2018 and oversees teams that, among other things, forecast and manage the

economics of Spotify’s music licensing deals. In his testimony, Mr. Kung describes the

methodology used by Spaity o caleulac [

I . Vi Kung
explins, I

_. Mr. Kung concludes by explaining that over the 2018-2020
period,

Christopher Bonavia. Christopher Bonavia is the Global Head of Label and Rights &

Clearances Business Affairs at Spotify, a role he has had since September of 2020. Mr. Bonavia
currently manages a team focused on securing sound recording licenses from record labels. Prior
to taking on his current role, Mr. Bonavia was the Associate General Counsel, Global Head of
Recorded Music Licensing and Original Content. In that role, he also negotiated licenses with

record labels. In addition to his work at Spotify, Mr. Bonavia has held senior positions at two of

the three Major labels. In his testimony, Mr. Bonavia_

Professor Leslie M. Marx. Professor Leslie M. Marx is the Robert A. Bandeen Professor

of Economics at the Fuqua School of Business at Duke University. She is also the former Chief

Economist for the Federal Communications Commission. Professor Marx has reviewed the final
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rates and rate structure adopted by the Majority in the Phonorecords III proceeding and has
assessed whether the Majority’s approach to rate-setting is economically reasonable and whether
the resulting rates satisfy the 801(b)(1) factors. Specifically, Professor Marx evaluated whether
it was economically reasonable for the Majority to rely on Professor Watt’s conjecture—the so-
called see-saw theory—that sound recording rates would decline to offset any increase in
mechanical royalty rates. As Professor Marx explains, the model on which Professor Watt relied
to reach his conclusion is woefully inadequate for making any prediction about how sound
recording rates would respond to changes in mechanical rates. Professor Watt’s model is riddled
with a number of structural mistakes, relies on dubious data, and fails to account for significant
real world features of the market. Professor Marx goes on to explain that Professor Watt’s see-

saw theory does not just fail as a matter of economic logic — it is also belied by reality. In stark

contrast to Professor Watt’s speculation, _
I

Professor Marx concludes by evaluating the specific approach used by the Majority to
calculate its “all-in” musical works rate of 15.1%. As Professor Marx explains, when the “see-
saw” assumption is removed, the approach used by the Majority creates a significant imbalance
problem. The Copyright Owners are awarded the entirety of the royalty that the Majority’s
model says they should keep, but the Services are left with revenues that come nowhere close to
satisfying that same model. To satisfy the 801(b)(1) factors from an economic perspective, this
imbalance must be corrected. Professor Marx provides the Judges with an approach for doing so
and concludes that, when corrected, the Majority’s own model yields rates that are in line with

those found in the Phonorecords II benchmark.
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THE SERVICES’ RATE PROPOSAL

The Services generally propose the royalty rate levels and rate structure from the

Phonorecords 11 settlement. Additionally, the Services propose to update the Phonorecords I1

terms to include many of the other terms of the Final Determination, as amended during the

implementation of the Music Modernization Act, that were upheld in the appeal of the Final

Determination in Johnson v. Copyright Royalty Bd., 969 F.3d 363, 367, 381 (D.C. Cir. 2020),

including terms relating to student and family plan products, or that were not challenged by

either the Copyright Owners or the Services.

A summary of the key economic terms that the Services are proposing are found in the

following chart:

Offering

% of Service

TCC % or TCC Amount

“Mechanical-Only” Royalty

Service

Period

Provider Floor
Revenue

Standalone Non-Portable 10.5% The lesser of 22% of TCC for the | 15 cents per subscriber per month
Subscription Offering— Accounting Period or 50 cents per
Streaming Only subscriber per month
Standalone Non-Portable 10.5% The lesser of 21% of TCC for the | 30 cents per subscriber per month
Subscription Offering—Mixed Accounting Period or 50 cents per

subscriber per month
Standalone Portable 10.5% The lesser of 21% of TCC for the | 50 cents per subscriber per month
Subscription Offering Accounting Period or 80 cents per

subscriber per month
Bundled Subscription Offering 10.5% 21% of TCC for the Accounting 25 cents per month for each

Period Active Subscriber during that

month

Mixed Service Bundle 11.35% 21% of TCC for the Accounting n/a

Period
Limited Offering 10.5% 21% of TCC for the Accounting n/a

Period
Paid Locker Service 12% 20.65% of TCC for the n/a

Accounting Period
Purchased Content Locker 12% 22% of TCC for the Accounting n/a

Services’ Joint Rate Proposal
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Offering % of Service TCC % or TCC Amount “Mechanical-Only” Royalty
Provider Floor
Revenue

Free nonsubscription/ad- 10.5% 22% of TCC for the Accounting n/a

supported services free of any Period

charge to the End User

As the chart shows, the Services propose to continue the rate levels and structure that the
parties negotiated and agreed upon in Phonorecords 11, including the caps on the TCC prong
(referred to as “minima” under the Phonorecords II regulations) and the “mechanical-only”
floors contained in the Phonorecords II settlement.

In addition, consistent with the Final Determination and as affirmed by the D.C. Circuit,
the Services’ proposed regulations treat family plans as 1.5 subscribers and student plans as 0.5
subscribers for purposes of any per-subscriber calculations, such as for mechanical-only floors
and for TCC caps. Finally, the Services’ proposal restores the Service Provider Revenue'
definition for bundles adopted in the Initial Determination, which the D.C. Circuit found no legal
basis for changing. The Services’ proposed rates and terms are reflected in the attached
Appendix A.

To effectuate this rate proposal and to clarify certain regulations, the Services propose
utilizing the new format of the regulations the Judges adopted for 37 C.F.R. part 385 in
Phonorecords III, with three high-level categories of changes: (i) changes to implement the
Services’ proposed rate levels and rate structure; (ii) an organizational change—described
below—intended to streamline the regulations (and to clarify the rate structure and rate levels for

non-subscription/ad-supported services); and (iii) a handful of minor and non-substantive clerical

! Any other terms capitalized but not defined herein shall have the meaning provided in
Appendix A to this Rate Proposal.

Services’ Joint Rate Proposal
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changes for clarification purposes (such as capitalizing defined terms consistently and correcting
typographical errors). These changes are reflected in Appendix B (a redline comparison of the
Services’ proposed regulations with those currently published at 37 C.F.R. part 385). The
organizational change the Services propose is to move the substance of current 37 C.F.R. §
385.22 into § 385.21, thereby incorporating the rate levels into the explanation of the steps
necessary to calculate royalties under subpart C. This revision eliminates the need for both
Copyright Owners and Services to cross reference § 385.22 to find the applicable numerical

figures to use in the royalty calculations set forth in § 385.21.
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Subpart A—Regulations of General Application
§385.1 General.

(@) Scope. This part establishes rates and terms of royalty payments for the use of
nondramatic musical works in making and distributing of physical and digital phonorecords in
accordance with the provisions of 17 U.S.C. 115. This subpart contains regulations of general
application to the making and distributing of phonorecords subject to the section 115 license.

(b) Legal compliance. Licensees relying on the compulsory license detailed in 17
U.S.C. 115 shall comply with the requirements of that section, the rates and terms of this part,
and any other applicable regulations. This part describes rates and terms for the compulsory
license only.

(c) Interpretation. This part is intended only to set rates and terms for situations in
which the exclusive rights of a Copyright Owner are implicated and a compulsory license
pursuant to 17 U.S.C. 115 is obtained. Neither the part nor the act of obtaining a license under
17 U.S.C. 115 is intended to express or imply any conclusion as to the circumstances in which a
user must obtain a compulsory license pursuant to 17 U.S.C. 115.

(d) Relationship to voluntary agreements. The rates and terms of any license
agreements entered into by Copyright Owners and Licensees relating to use of musical works
within the scope of those license agreements shall apply in lieu of the rates and terms of this
part.

§385.2 Definitions.
For the purposes of this part, the following definitions apply:

Accounting Period means the monthly period specified in 17 U.S.C. 115(c)(2)(l) and in
17 U.S.C. 115(d)(4)(A)(i), and any related regulations, as applicable.

Active Subscriber means an End User of a Bundled Subscription Offering who has made
at least one Play during the Accounting Period.

Affiliate means an entity controlling, controlled by, or under common control with another
entity, except that an affiliate of a Sound Recording Company shall not include a Copyright
Owner to the extent it is engaging in business as to musical works.

Bundled Subscription Offering means a Subscription Offering providing Licensed Activity
consisting of Eligible Interactive Streams or Eligible Limited Downloads that is made available to
End Users with one or more other products or services (including products or services subject to
other subparts) as part of a single transaction without pricing for the subscription service
providing Licensed Activity separate from the product(s) or service(s) with which it is made
available (e.g., a case in which an End User can buy a portable device and one-year access to
a subscription service providing Licensed Activity for a single price).

Copyright Owner(s) are nondramatic musical works copyright owners who are entitled to
royalty payments made under this part pursuant to the compulsory license under 17 U.S.C. 115.

Digital Phonorecord Delivery has the same meaning as in 17 U.S.C. 115(e)(10).

Services’ Joint Rate Proposal,
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Eligible Interactive Stream means a Stream in which the performance of the sound
recording is not exempt from the sound recording performance royalty under 17 U.S.C.
114(d)(1) and does not in itself, or as a result of a program in which it is included, qualify for
statutory licensing under 17 U.S.C. 114(d)(2).

Eligible Limited Download means a transmission of a sound recording embodying a
musical work to an End User of a digital phonorecord under 17 U.S.C. 115(c)(3)(C) and (D) that
results in a Digital Phonorecord Delivery of that sound recording that is only accessible for
listening for—

(1) An amount of time not to exceed one month from the time of the transmission
(unless the Licensee, in lieu of retransmitting the same sound recording as another Eligible
Limited Download, separately, and upon specific request of the End User made through a live
network connection, reauthorizes use for another time period not to exceed one month), or in
the case of a subscription plan, a period of time following the end of the applicable subscription
no longer than a subscription renewal period or three months, whichever is shorter; or

(2) A number of times not to exceed 12 (unless the Licensee, in lieu of retransmitting
the same sound recording as another Eligible Limited Download, separately, and upon specific
request of the End User made through a live network connection, reauthorizes use of another
series of 12 or fewer plays), or in the case of a subscription transmission, 12 times after the end
of the applicable subscription.

End User means each unique person that (1) Pays a subscription fee for an Offering
during the relevant Accounting Period or (2) Makes at least one Play during the relevant
Accounting Period.

Family Plan means a discounted Subscription Offering to be shared by two or more
family members for a single subscription price.

Free Trial Offering means a subscription to a Service Provider’s transmissions of sound
recordings embodying musical works when

(1) Neither the Service Provider, the Sound Recording Company, the Copyright
Owner, nor any person or entity acting on behalf of or in lieu of any of them receives any
monetary consideration for the Offering;

(2) The free usage does not exceed 30 consecutive days per subscriber per two-
year period;

3) In connection with the Offering, the Service Provider is operating with appropriate
musical license authority and complies with the recordkeeping requirements in § 385.4;

(4) Upon receipt by the Service Provider of written notice from the Copyright Owner
or its agent stating in good faith that the Service Provider is in a material manner operating
without appropriate license authority from the Copyright Owner under 17 U.S.C. 115, the
Service Provider shall within 5 business days cease transmission of the sound recording
embodying that musical work and withdraw it from the repertoire available as part of a Free Trial
Offering;

(5) The Free Trial Offering is made available to the End User free of any charge; and

Services’ Joint Rate Proposal,
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(6) The Service Provider offers the End User periodically during the free usage an
opportunity to subscribe to a non-free Offering of the Service Provider.

GAAP means U.S. Generally Accepted Accounting Principles in effect at the relevant
time, except that if the U.S. Securities and Exchange Commission permits or requires entities
with securities that are publicly traded in the U.S. to employ International Financial Reporting
Standards in lieu of Generally Accepted Accounting Principles, then that entity may employ
International Financial Reporting Standards as “GAAP” for purposes of this subpatrt.

Licensee means any entity availing itself of the compulsory license under 17 U.S.C. 115
to use copyrighted musical works in the making or distributing of physical or digital
phonorecords.

Licensed Activity, as the term is used in subpart B of this part, means delivery of musical
works, under voluntary or statutory license, via physical phonorecords and Digital Phonorecord
Deliveries in connection with Permanent Downloads, Ringtones, and Music Bundles; and, as
the term is used in subparts C and D of this part, means delivery of musical works, under
voluntary or statutory license, via Digital Phonorecord Deliveries in connection with Eligible
Interactive Streams, Eligible Limited Downloads, Limited Offerings, mixed Bundles, and Locker
Services.

Limited Offering means a Subscription Offering providing Eligible Interactive Streams or
Eligible Limited Downloads for which—

8} An End User cannot choose to listen to a particular sound recording (i.e., the
Service Provider does not provide Eligible Interactive Streams of individual recordings that are
on-demand, and Eligible Limited Downloads are rendered only as part of programs rather than
as individual recordings that are on-demand); or

(2) The particular sound recordings available to the End User over a period of time
are substantially limited relative to Service Providers in the marketplace providing access to a
comprehensive catalog of recordings (e.g., a product limited to a particular genre or permitting
Eligible Interactive Streaming only from a monthly playlist consisting of a limited set of
recordings).

Locker Service means an Offering providing digital access to sound recordings of
musical works in the form of Eligible Interactive Streams, Permanent Downloads, Restricted
Downloads or Ringtones where the Service Provider has reasonably determined that the End
User has purchased or is otherwise in possession of the subject phonorecords of the applicable
sound recording prior to the End User’s first request to use the sound recording via the Locker
Service. The term Locker Service does not mean any part of a Service Provider’s products
otherwise meeting this definition, but as to which the Service Provider has not obtained a
section 115 license.

Mixed Service Bundle means one or more of Permanent Downloads, Ringtones, Locker
Services, or Limited Offerings a Service Provider delivers to End Users together with one or
more hon-music services (e.g., internet access service, mobile phone service) or non-music
products (e.g., a telephone device) of more than token value and provided to users as part of
one transaction without pricing for the music services or music products separate from the
whole Offering.
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Music Bundle means two or more of physical phonorecords, Permanent Downloads or
Ringtones delivered as part of one transaction (e.g., download plus ringtone, CD plus
downloads). In the case of Music Bundles containing one or more physical phonorecords, the
Service Provider must sell the physical phonorecord component of the Music Bundle under a
single catalog number, and the musical works embodied in the Digital Phonorecord Delivery
configurations in the Music Bundle must be the same as, or a subset of, the musical works
embodied in the physical phonorecords; provided that when the Music Bundle contains a set of
Digital Phonorecord Deliveries sold by the same Sound Recording Company under substantially
the same title as the physical phonorecord (e.g., a corresponding digital album), the Service
Provider may include in the same bundle up to 5 sound recordings of musical works that are
included in the stand-alone version of the set of digital phonorecord deliveries but not included
on the physical phonorecord. In addition, the Service Provider must permanently part with
possession of the physical phonorecord or phonorecords it sells as part of the Music Bundle. In
the case of Music Bundles composed solely of digital phonorecord deliveries, the number of
digital phonorecord deliveries in either configuration cannot exceed 20, and the musical works
embodied in each configuration in the Music Bundle must be the same as, or a subset of, the
musical works embodied in the configuration containing the most musical works.

Offering means a Service Provider's engagement in Licensed Activity covered by
subparts C and D of this part.

Paid Locker Service means a Locker Service for which the End User pays a fee to the
Service Provider.

Performance Royalty means the license fee payable for the right to perform publicly
musical works in any of the forms covered by subparts C and D this part.

Permanent Download has the same meaning as in 17 U.S.C. 115(e)(24).

Play means an Eligible Interactive Stream, or play of an Eligible Limited Download,
lasting 30 seconds or more and, if a track lasts in its entirety under 30 seconds, an Eligible
Interactive Stream or play of an Eligible Limited Download of the entire duration of the track. A
Play excludes an Eligible Interactive Stream or play of an Eligible Limited Download that has not
been initiated or requested by a human user. If a single End User plays the same track more
than 50 straight times, all plays after play 50 shall be deemed not to have been initiated or
requested by a human user.

Promotional Offering means a digital transmission of a sound recording, in the form of an
Eligible Interactive Stream or an Eligible Limited Download, embodying a musical work, the
primary purpose of which is to promote the sale or other paid use of that sound recording or to
promote the artist performing on that sound recording and not to promote or suggest promotion
or endorsement of any other good or service and

D A Sound Recording Company is lawfully distributing the sound recording through
established retail channels or, if the sound recording is not yet released, the Sound Recording
Company has a good faith intention to lawfully distribute the sound recording or a different
version of the sound recording embodying the same musical work;

(2) For Eligible Interactive Streaming or Eligible Limited Downloads, the Sound
Recording Company requires a writing signed by an authorized representative of the Service
Provider representing that the Service Provider is operating with appropriate musical works
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license authority and that the Service Provider is in compliance with the recordkeeping
requirements of § 385.4;

3) For Eligible Interactive Streaming of segments of sound recordings not
exceeding 90 seconds, the Sound Recording Company delivers or authorizes delivery of the
segments for promotional purposes and neither the Service Provider nor the Sound Recording
Company creates or uses a segment of a sound recording in violation of 17 U.S.C. 106(2) or
115(a)(2);

4) The Promotional Offering is made available to an End User free of any charge;
and

(5) The Service Provider provides to the End User at the same time as the
Promotional Offering stream an opportunity to purchase the sound recording or the Service
Provider periodically offers End Users the opportunity to subscribe to a paid Offering of the
Service Provider.

Purchased Content Locker Service means a Locker Service made available to End User
purchasers of Permanent Downloads, Ringtones, or physical phonorecords at no incremental
charge above the otherwise applicable purchase price of the Permanent Downloads, Ringtones,
or physical phonorecords acquired from a qualifying seller. With a Purchased Content Locker
Service, an End User may receive one or more additional phonorecords of the purchased sound
recordings of musical works in the form of Permanent Downloads or Ringtones at the time of
purchase, or subsequently have digital access to the purchased sound recordings of musical
works in the form of Eligible Interactive Streams, additional Permanent Downloads, Restricted
Downloads, or Ringtones.

8} A qualifying seller for purposes of this definition is the entity operating the Service
Provider, including Affiliates, predecessors, or successors in interest, or—

(@ In the case of Permanent Downloads or Ringtones, a seller having a legitimate
connection to the locker service provider pursuant to one or more written agreements
(including that the Purchased Content Locker Service and Permanent Downloads or Ringtones
are offered through the same third party); or

(i) In the case of physical phonorecords,

(A) The seller of the physical phonorecord has an agreement with the
Purchased Content Locker Service provider establishing an integrated offer that
creates a consumer experience commensurate with having the same Service
Provider both sell the physical phonorecord and offer the integrated locker
service; or

(B) The Service Provider has an agreement with the entity offering the
Purchased Content Locker Service establishing an integrated offer that creates a
consumer experience commensurate with having the same Service Provider both
sell the physical phonorecord and offer the integrated locker service.

Relevant Page means an electronic display (for example, a web page or screen) from
which a Service Provider's Offering consisting of Eligible Interactive Streams or Eligible Limited
Downloads is directly available to End Users, but only when the Offering and content directly
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relating to the Offering (e.g., an image of the artist, information about the artist or album,
reviews, credits, and music player controls) comprises 75% or more of the space on that
display, excluding any space occupied by advertising. An Offering is directly available to End
Users from a page if End Users can receive sound recordings of musical works (in most cases
this will be the page on which the Eligible Limited Download or Eligible Interactive Stream takes
place).

Restricted Download means a Digital Phonorecord Delivery in a form that cannot be
retained and replayed on a permanent basis. The term Restricted Download includes an
Eligible Limited Download.

Ringtone means a phonorecord of a part of a musical work distributed as a Digital
Phonorecord Delivery in a format to be made resident on a telecommunications device for use
to announce the reception of an incoming telephone call or other communication or message or
to alert the receiver to the fact that there is a communication or message.

Service Provider means that entity governed by subparts C and D of this part, which
might or might not be the Licensee, that with respect to the section 115 license

D Contracts with or has a direct relationship with End Users or otherwise controls
the content made available to End Users;

(2) Is able to report fully on Service Provider Revenue from the provision of musical
works embodied in phonorecords to the public, and to the extent applicable, verify Service
Provider Revenue through an audit; and

3) Is able to report fully on its usage of musical works, or procure such reporting
and, to the extent applicable, verify usage through an audit.

Service Provider Revenue. (1) Subject to paragraphs (2) through (5) of this definition
and subject to GAAP, Service Provider Revenue shall mean:

0] All revenue from End Users recognized by a Service Provider for the provision of
any Offering;

(i) All revenue recognized by a Service Provider by way of sponsorship and
commissions as a result of the inclusion of third-party “in-stream” or “in-download” advertising
as part of any Offering, i.e., advertising placed immediately at the start or end of, or during the
actual delivery of, a musical work, by way of Eligible Interactive Streaming or Eligible Limited
Downloads; and

(iii) All revenue recognized by the Service Provider, including by way of sponsorship
and commissions, as a result of the placement of third-party advertising on a Relevant Page of
the Service Provider or on any page that directly follows a Relevant Page leading up to and
including the Eligible Limited Download or Eligible Interactive Stream of a musical work;
provided that, in case more than one Offering is available to End Users from a Relevant Page,
any advertising revenue shall be allocated between or among the Service Providers on the
basis of the relative amounts of the page they occupy.
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(2 Service Provider Revenue shall:

() Include revenue recognized by the Service Provider, or by any associate,
Affiliate, agent, or representative of the Service Provider in lieu of its being recognized by the
Service Provider; and

(i) Include the value of any barter or other nonmonetary consideration; and

(iii) Except as expressly detailed in this part, not be subject to any other deduction or
set-off other than refunds to End Users for Offerings that the End Users were unable to use
because of technical faults in the Offering or other bona fide refunds or credits issued to End
Users in the ordinary course of business.

3) Service Provider Revenue shall exclude revenue derived by the Service Provider
solely in connection with activities other than Offering(s), whereas advertising or sponsorship
revenue derived in connection with any Offering(s) shall be treated as provided in paragraphs
(2) and (4) of this definition.

(4) For purposes of paragraph (1) of this definition, advertising or sponsorship
revenue shall be reduced by the actual cost of obtaining that revenue, not to exceed 15%.

(5) In instances in which a Service Provider provides an Offering to End Users as
part of the same transaction with one or more other products or services that are not Licensed
Activities, then the revenue from End Users deemed to be recognized by the Service Provider
for the Offering for the purpose of paragraph (1) of this definition shall be the revenue
recognized from End Users for the bundle less the standalone published price for End Users for
each of the other component(s) of the bundle; provided that, if there is ho standalone published
price for a component of the bundle, then the Service Provider shall use the average standalone
published price for End Users for the most closely comparable product or service in the U.S. or,
if more than one comparable exists, the average of standalone prices for comparables.

Sound Recording Company means a person or entity that:
QD Is a copyright owner of a sound recording embodying a musical work;

2) In the case of a sound recording of a musical work fixed before February 15,
1972, has rights to the sound recording, under chapter 14 of title 17, United States Code, that
are equivalent to the rights of a copyright owner of a sound recording of a musical work under
title 17, United States Code;

3) Is an exclusive Licensee of the rights to reproduce and distribute a sound
recording of a musical work; or

(4) Performs the functions of marketing and authorizing the distribution of a sound
recording of a musical work under its own label, under the authority of the Copyright Owner of
the sound recording.

Standalone Non-Portable Subscription Offering—Streaming Only means a Subscription
Offering through which an End User can listen to sound recordings only in the form of Eligible
Interactive Streams and only from a non-portable device to which those Eligible Interactive
Streams are originally transmitted while the device has a live network connection.
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Standalone Non-Portable Subscription Offering—Mixed means a Subscription Offering
through which an End User can listen to sound recordings either in the form of Eligible
Interactive Streams or Eligible Limited Downloads but only from a non-portable device to which
those Eligible Interactive Streams or Eligible Limited Downloads are originally transmitted.

Standalone Portable Subscription Offering means a Subscription Offering through which
an End User can listen to sound recordings in the form of Eligible Interactive Streams or Eligible
Limited Downloads from a portable device.

Stream means the digital transmission of a sound recording of a musical work to an End
User—

8} To allow the End User to listen to the sound recording, while maintaining a live
network connection to the transmitting service, substantially at the time of transmission, except
to the extent that the sound recording remains accessible for future listening from a Streaming
Cache Reproduction;

(2) Using technology that is designed such that the sound recording does not remain
accessible for future listening, except to the extent that the sound recording remains accessible
for future listening from a Streaming Cache Reproduction; and

3) That is subject to licensing as a public performance of the musical work.

Streaming Cache Reproduction means a reproduction of a sound recording embodying
a musical work made on a computer or other receiving device by a Service Provider solely for
the purpose of permitting an End User who has previously received a Stream of that sound
recording to play the sound recording again from local storage on the computer or other device
rather than by means of a transmission; provided that the End User is only able to do so while
maintaining a live network connection to the Service Provider, and the reproduction is encrypted
or otherwise protected consistent with prevailing industry standards to prevent it from being
played in any other manner or on any device other than the computer or other device on which it
was originally made.

Student Plan means a discounted Subscription Offering available on a limited basis to
students.

Subscription Offering means an Offering for which End Users are required to pay a fee
to have access to the Offering for defined subscription periods of 3 years or less (in contrast to,
for example, a service where the basic charge to users is a payment per download or per play),
whether the End User makes payment for access to the Offering on a standalone basis or as
part of a bundle with one or more other products or services.

Total Cost of Content or TCC means the total amount expensed by a Service Provider or
any of its Affiliates in accordance with GAAP for rights to make Eligible Interactive Streams or
Eligible Limited Downloads of a musical work embodied in a sound recording through the
Service Provider for the Accounting Period, which amount shall equal the Applicable
Consideration for those rights at the time the Applicable Consideration is properly recognized as
an expense under GAAP. As used in this definition, “Applicable Consideration” means anything
of value given for the identified rights to undertake the Licensed Activity, including, without
limitation, ownership equity, monetary advances, barter or any other monetary and/or
nonmonetary consideration, whether that consideration is conveyed via a single agreement,
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multiple agreements and/or agreements that do not themselves authorize the Licensed Activity
but nevertheless provide consideration for the identified rights to undertake the Licensed
Activity, and including any value given to an Affiliate of a Sound Recording Company for the
rights to undertake the Licensed Activity. Value given to a Copyright Owner of musical works
that is controlling, controlled by, or under common control with a Sound Recording Company for
rights to undertake the Licensed Activity shall not be considered value given to the Sound
Recording Company. Notwithstanding the foregoing, Applicable Consideration shall not include
in-kind promotional consideration given to a Sound Recording Company (or Affiliate thereof)
that is used to promote the sale or paid use of sound recordings embodying musical works or
the paid use of music services through which sound recordings embodying musical works are
available where the in-kind promotional consideration is given in connection with a use that
gualifies for licensing under 17 U.S.C. 115.

§385.3 Late payments.

A Licensee shall pay a late fee of 1.5% per month, or the highest lawful rate, whichever
is lower, for any payment owed to a Copyright Owner and remaining unpaid after the due date
established in 17 U.S.C. 115(c)(2)(1) or 17 U.S.C. 115(d)(4)(A)(i), as applicable and detailed in
part 210 of this title. Late fees shall accrue from the due date until the Copyright Owner
receives payment.

8385.4 Recordkeeping for promotional or free trial non-royalty-bearing uses.

@) General. A Licensee transmitting a sound recording embodying a musical work
subject to section 115 and subparts C and D of this part and claiming a Promotional or Free
Trial Offering zero royalty rate shall keep complete and accurate contemporaneous written
records of making or authorizing Eligible Interactive Streams or Eligible Limited Downloads,
including the sound recordings and musical works involved, the artists, the release dates of the
sound recordings, a brief statement of the promotional activities authorized, the identity of the
Offering or Offerings for which the zero-rate is authorized (including the internet address if
applicable), and the beginning and end date of each zero rate Offering.

(b) Retention of records. A Service Provider claiming zero rates shall maintain the
records required by this section for no less time than the Service Provider maintains records of
royalty-bearing uses involving the same types of Offerings in the ordinary course of business,
but in no event for fewer than five years from the conclusion of the zero rate Offerings to which
they pertain.

(© Availability of records. If a Copyright Owner or agent requests information
concerning zero rate Offerings, the Licensee shall respond to the request within an agreed,
reasonable time.

Subpart B — Physical Phonorecord Deliveries,
Permanent Downloads, Ringtones, and Music Bundles.

§385.10 Scope

This subpart establishes rates and terms of royalty payments for making and distributing
phonorecords, including by means of Digital Phonorecord Deliveries, in accordance with the
provisions of 17 U.S.C. 115.
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§385.11 Royalty rates.

(a) Physical phonorecord deliveries and Permanent Downloads. For every physical
phonorecord and Permanent Download the Licensee makes and distributes or authorizes to be
made and distributed, the royalty rate payable for each work embodied in the phonorecord or
Permanent Download shall be either 9.1 cents or 1.75 cents per minute of playing time or
fraction thereof, whichever amount is larger.

(b) Ringtones. For every Ringtone the Licensee makes and distributes or authorizes
to be made and distributed, the royalty rate payable for each work embodied therein shall be 24
cents.

(© Music Bundles. For a Music Bundle, the royalty rate for each element of the
Music Bundle shall be the rate required under paragraph (a) or (b) of this section, as
appropriate.

Subpart C—Eligible Interactive Streaming, Eligible Limited Downloads, Limited Offerings,
Mixed Service Bundles, Bundled Subscription Offerings, Locker Services, and Other
Delivery Configurations

§385.20 Scope.

This subpart establishes rates and terms of royalty payments for Eligible Interactive
Streams and Eligible Limited Downloads of musical works, and other reproductions or
distributions of musical works through Limited Offerings, Mixed Service Bundles, Bundled
Subscription Offerings, Paid Locker Services, and Purchased Content Locker Services provided
through subscription and nonsubscription digital music Service Providers in accordance with the
provisions of 17 U.S.C. 115, exclusive of Offerings subject to subpart D of this part.

8385.21 Royalty rates and calculations

(a) Applicable royalty. Licensees that engage in Licensed Activity covered by this
subpart pursuant to 17 U.S.C. 115 shall pay royalties therefor that are calculated as provided in
this section, subject to the royalty floors for specific types of services described in subsection (b)
of this subpart, provided, however, that Promotional Offerings, Free Trial Offerings, and Certain
Purchased Content Locker Services shall instead be subject to the royalty rates provided in
subpart D of this part.

(b) Rate calculation. Royalty payments for Licensed Activity in this subpart shall be
calculated as provided in this paragraph (b). If a Service Provider includes different Offerings,
royalties must be calculated separately with respect to each Offering taking into consideration
Service Provider Revenue and expenses associated with each Offering. For purposes of
calculating rates pursuant to this section and all of its subparts, a Family Plan shall be treated
as 1.5 subscribers per month, prorated in the case of a Family Plan in effect for only part of a
calendar month and a Student Plan shall be treated as 0.50 subscribers per month, prorated in
the case of a Student Plan End User who subscribed for only part of a calendar month.

(1) Step 1: Calculate the All-In Royalty for the Offering. For each Accounting
Period, the all-in royalty for all Offerings in this subpart (other than Plays subject to subpart D of
this part) shall be the greater of (A) the applicable percent of Service Provider Revenue as set
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forth in in Column A of the table below and (B) the applicable percent of TCC or TCC amount as
set forth in Column B of the table:

Offering Column A Column B
% of Service TCC % or TCC Amount
Provider Revenue
Standalone Non-Portable 10.5% The lesser of 22 % of TCC for the Accounting Period
Subscription Offering—Streaming or 50 cents per subscriber per month
Only
Standalone Non-Portable 10.5% The lesser of 21% of TCC for the Accounting Period or
Subscription Offering—Mixed 50 cents per subscriber per month
Standalone Portable Subscription | 10.5 % The lesser of 21 % of TCC for the Accounting Period
Offering or 80 cents per subscriber per month
Bundled Subscription Offering 10.5% 21 % of TCC for the Accounting Period
Mixed Service Bundle 11.35% 21% of TCC for the Accounting Period
Limited Offering 10.5% 21% of TCC for the Accounting Period
Paid Locker Service 12% 20.65% of TCC for the Accounting Period
Purchased Content Locker 12% 22% of TCC for the Accounting Period
Service
Free nonsubscription/ad- 10.5% 22% of TCC for the Accounting Period
supported services free of any
charge to the End User

(2)  Step 2: Subtract Applicable Performance Royalties. From the amount
determined in step 1 in paragraph (b)(1) of this section, for each Offering of the Service
Provider, subtract the total amount of Performance Royalty that the Service Provider has
expensed or will expense pursuant to public performance licenses in connection with uses of
musical works through that Offering during the Accounting Period that constitute Licensed
Activity. Although this amount may be the total of the Service Provider’'s payments for that
Offering for the Accounting Period, it will be less than the total of the Performance Royalties if
the Service Provider is also engaging in public performance of musical works that does not
constitute Licensed Activity. Inthe case in which the Service Provider is also engaging in the
public performance of musical works that does not constitute Licensed Activity, the amount to
be subtracted for Performance Royalties shall be the amount allocable to Licensed Activity uses
through the relevant Offering as determined in relation to all uses of musical works for which the
Service Provider pays Performance Royalties for the Accounting Period. The Service Provider
shall make this allocation on the basis of Plays of musical works or, where per-play information
is unavailable because of bona fide technical limitations as described in step 3 in paragraph
(b)(3) of this section, using the same alternative methodology as provided in step 4.

3) Step 3: Determine the Payable Royalty Pool. The payable royalty pool is the
amount payable for the reproduction and distribution of all musical works used by the Service
Provider by virtue of its Licensed Activity for a particular Offering during the Accounting Period.
This amount is the greater of
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@ The result determined in step 2 in paragraph (b)(2) of this section, and

The royalty floor (if any) set forth in the following table:

Offering Royalty Floor

Standalone Non-Portable 15 cents per subscriber per month
Subscription Offering—
Streaming Only

Standalone Non-Portable 30 cents per subscriber per month
Subscription Offering—Mixed

Standalone Portable 50 cents per subscriber per month
Subscription Offering

Bundled Subscription Offering | 25 cents per month for each Active
Subscriber during that month

Mixed Service Bundle n/a
Limited Offering n/a
Paid Locker Service n/a
Purchased Content Locker n/a
Service

Free nonsubscription/ad- n/a

supported services free of any
charge to the End User

Computation of royalty floors. For purposes of this paragraph (b)(3), to determine the
royalty floor, as applicable to any particular Offering, the total number of subscriber-months for
the Accounting Period, shall be calculated by taking all End Users who were subscribers for
complete calendar months, prorating in the case of End Users who were subscribers for only
part of a calendar month, and deducting on a prorated basis for End Users covered by an
Offering subject to subpart D, except in the case of a Bundled Subscription Offering where
subscriber-months shall be determined with respect to Active Subscribers. The product of the
total number of subscriber-months for the Accounting Period and the specified number of
cents per subscriber (or Active Subscriber, as the case may be) shall be used as the
subscriber-based component of the royalty floor for the Accounting Period.

(4) Step 4: Calculate the Per-Work Royalty Allocation. This is the amount payable
for the reproduction and distribution of each musical work used by the Service Provider by virtue
of its Licensed Activity through a particular Offering during the Accounting Period. To determine
this amount, the result determined in step 3 in paragraph (b)(3) of this section must be allocated
to each musical work used through the Offering. The allocation shall be accomplished by
dividing the payable royalty pool determined in step 3 for the Offering by the total number of
Plays of all musical works through the Offering during the Accounting Period (other than Plays
subject to subpart D of this part) to yield a per-Play allocation, and multiplying that result by the
number of Plays of each musical work (other than Plays subject to subpart D of this part)
through the Offering during the Accounting Period. For purposes of determining the per-work
royalty allocation in all calculations under this step 4 only (i.e., after the payable royalty pool has
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been determined), for sound recordings of musical works with a playing time of over 5 minutes,
each Play shall be counted as provided in paragraph (c) of this section.

Notwithstanding the foregoing, if the Service Provider is not capable of tracking Play
information because of bona fide limitations of the available technology for Offerings of that
nature or of devices useable with the Offering, the per-work royalty allocation may instead be
accomplished in a manner consistent with the methodology used for making royalty payment
allocations for the use of individual sound recordings.

(a) Overtime adjustment. For purposes of the calculations in step 4 in this
paragraph (b)(4) of this section only, for sound recordings of musical works with a playing time
of over 5 minutes, adjust the number of Plays as follows.

D 5:01 to 6:00 minutes—Each Play = 1.2 Plays
(2) 6:01 to 7:00 minutes—Each Play = 1.4 Plays
3) 7:01 to 8:00 minutes—Each Play = 1.6 Plays
(4) 8:01 to 9:00 minutes—Each Play = 1.8 Plays
(5) 9:01 to 10:00 minutes—Each Play = 2.0 Plays

(6) For playing times of greater than 10 minutes, continue to add 0.2 Plays for each
additional minute or fraction thereof.

Subpart D — Promotional Offerings, Free Trial Offerings and Certain Purchased Content
Locker Services

§385.30 Scope.

This subpart establishes rates and terms of royalty payments for Promotional Offerings,
Free Trial Offerings, and Certain Purchased Content Locker Services provided by subscription
and nonsubscription digital music Service Providers in accordance with the provisions of 17
U.S.C. 115.

§385.31 Royalty rates.

(@) Promational Offerings. For Promotional Offerings of audio-only Eligible
Interactive Streaming and Eligible Limited Downloads of sound recordings embodying musical
works that the Sound Recording Company authorizes royalty-free to the Service Provider, the
royalty rate is zero.

(b) Free Trial Offerings. For Free Trial Offerings for which the Service Provider
receives no monetary consideration, the royalty rate is zero.

(© Certain Purchased Content Locker Services. For every Purchased Content
Locker Service for which the Service Provider receives no monetary consideration, the royalty
rate is zero.

(d) Unauthorized use. If a Copyright Owner or agent of the Copyright Owner sends
written notice to a Licensee stating in good faith that a particular Offering subject to this subpart
Services’ Joint Rate Proposal,
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differs in a material manner from the terms governing that Offering, the Licensee must within 5
business days cease Streaming or otherwise making available that Copyright Owner’s musical
works and shall withdraw from the identified Offering any End User’s access to the subject
musical work.
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Subpart A—Regulations of General Application
§385.1 General.

(a) Scope. This part establishes rates and terms of royalty payments for the use of
nondramatic musical works in making and distributing of physical and digital phonorecords in
accordance with the provisions of 17 U.S.C. 115. This subpart contains regulations of general
application to the making and distributing of phonorecords subject to the section 115 license.

(b) Legal compliance. Licensees relying on the compulsory license detailed in 17
U.S.C. 115 shall comply with the requirements of that section, the rates and terms of this part,
and any other applicable regulations. This part describes rates and terms for the compulsory
license only.

(c) Interpretation. This part is intended only to set rates and terms for situations in
which the exclusive rights of a Copyright Owner are implicated and a compulsory license
pursuant to 17 U.S.C. 115 is obtained. Neither the part nor the act of obtaining a license under
17 U.S.C. 115 is intended to express or imply any conclusion as to the circumstances in which a
user must obtain a compulsory license pursuant to 17 U.S.C. 115.

(d) Relationship to voluntary agreements. The rates and terms of any license
agreements entered into by Copyright Owners and Licensees relating to use of musical works
within the scope of those license agreements shall apply in lieu of the rates and terms of this
part.

§385.2 Definitions.
For the purposes of this part, the following definitions apply:

Accounting Period means the monthly period specified in 17 U.S.C. 115(c)(2)(l) and in
17 U.S.C. 115(d)(4)(A)(i), and any related regulations, as applicable.

Active Subscriber means an End User of a Bundled Subscription Offering who has made
at least one Play during the Accounting Period.

Affiliate means an entity controlling, controlled by, or under common control with another
entity, except that an affiliate of a Sound Recording Company shall not include a Copyright
Owner to the extent it is engaging in business as to musical works.

Bundled Subscription Offering means a Subscription Offering providing Licensed Activity
consisting of Eligible Interactive Streams or Eligible Limited Downloads that is made available to
End Users with one or more other products or services (including products or services subject to
other subparts) as part of a single transaction without pricing for the subscription service
providing Licensed Activity separate from the product(s) or service(s) with which it is made
available (e.g., a case in which a-useran End User can buy a portable device and one-year
access to a subscription service providing Licensed Activity for a single price).

Copyright Owner(s) are nondramatic musical works copyright owners who are entitled to
royalty payments made under this part pursuant to the compulsory license under 17 U.S.C. 115.

Digital Phonorecord Delivery has the same meaning as in 17 U.S.C. 115(e)(10).
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Eligible Interactive Stream means a Stream in which the performance of the sound
recording is not exempt from the sound recording performance royalty under 17 U.S.C.
114(d)(1) and does not in itself, or as a result of a program in which it is included, qualify for
statutory licensing under 17 U.S.C. 114(d)(2).

Eligible Limited Download means a transmission of a sound recording embodying a
musical work to an End User of a digital phonorecord under 17 U.S.C. 115(c)(3)(C) and (D) that
results in a Digital Phonorecord Delivery of that sound recording that is only accessible for
listening for—

(1) An amount of time not to exceed one month from the time of the transmission
(unless the Licensee, in lieu of retransmitting the same sound recording as another Eligible
Limited Download, separately, and upon specific request of the End User made through a live
network connection, reauthorizes use for another time period not to exceed one month), or in
the case of a subscription plan, a period of time following the end of the applicable subscription
no longer than a subscription renewal period or three months, whichever is shorter; or

(2) A number of times not to exceed 12 (unless the Licensee, in lieu of retransmitting
the same sound recording as another Eligible Limited Download, separately, and upon specific
request of the End User made through a live network connection, reauthorizes use of another
series of 12 or fewer plays), or in the case of a subscription transmission, 12 times after the end
of the applicable subscription.

End User means each unique person that:

(1) Pays a subscription fee for an Offering during the relevant Accounting Period:- or (2)
Makes at least one Play during the relevant Accounting Period.

Family Plan means a discounted subseriptionSubscription Offering to be shared by two
or more family members for a single subscription price.

Free Trial Offering means a subscription to a Service Provider’s transmissions of sound
recordings embodying musical works when:

(1) Neither the Service Provider, the Sound Recording Company, the Copyright
Owner, nor any person or entity acting on behalf of or in lieu of any of them receives any
monetary consideration for the Offering;

(2) The free usage does not exceed 30 consecutive days per subscriber per two-
year period;

3) In connection with the Offering, the Service Provider is operating with appropriate
musical license authority and complies with the recordkeeping requirements in § 385.4;

4) Upon receipt by the Service Provider of written notice from the Copyright Owner
or its agent stating in good faith that the Service Provider is in a material manner operating
without appropriate license authority from the Copyright Owner under 17 U.S.C. 115, the
Service Provider shall within 5 business days cease transmission of the sound recording
embodying that musical work and withdraw it from the repertoire available as part of a Free Trial
Offering;
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(5) The Free Trial Offering is made available to the End User free of any charge; and

(6) The Service Provider offers the End User periodically during the free usage an
opportunity to subscribe to a non-free Offering of the Service Provider.

GAAP means U.S. Generally Accepted Accounting Principles in effect at the relevant
time, except that if the U.S. Securities and Exchange Commission permits or requires entities
with securities that are publicly traded in the U.S. to employ International Financial Reporting
Standards in lieu of Generally Accepted Accounting Principles, then that entity may employ
International Financial Reporting Standards as “GAAP” for purposes of this subpatrt.

Licensee means any entity availing itself of the compulsory license under 17 U.S.C. 115
to use copyrighted musical works in the making or distributing of physical or digital
phonorecords.

Licensed Activity, as the term is used in subpart B of this part, means delivery of musical
works, under voluntary or statutory license, via physical phonorecords and Digital Phonorecord
Deliveries in connection with Permanent Downloads, Ringtones, and Music Bundles; and, as
the term is used in subparts C and D of this part, means delivery of musical works, under
voluntary or statutory license, via Digital Phonorecord Deliveries in connection with interactive
Eligible Interactive Streams, Eligible Limited Downloads, Limited Offerings, mixed Bundles, and
Locker Services.

Limited Offering means a subseription-planSubscription Offering providing Eligible
Interactive Streams or Eligible Limited Downloads for which—

(1) An End User cannot choose to listen to a particular sound recording (i.e., the
Service Provider does not provide Eligible Interactive Streams of individual recordings that are
on-demand, and Eligible Limited Downloads are rendered only as part of programs rather than
as individual recordings that are on-demand); or

(2) The particular sound recordings available to the End User over a period of time
are substantially limited relative to Service Providers in the marketplace providing access to a
comprehensive catalog of recordings (e.g., a product limited to a particular genre or permitting
Eligible Interactive Streaming only from a monthly playlist consisting of a limited set of
recordings).

Locker Service means an Offering providing digital access to sound recordings of
musical works in the form of Eligible Interactive Streams, Permanent Downloads, Restricted
Downloads or Ringtones where the Service Provider has reasonably determined that the End
User has purchased or is otherwise in possession of the subject phonorecords of the applicable
sound recording prior to the End User’s first request to use the sound recording via the Locker
Service. The term Locker Service does not mean any part of a Service Provider’s products
otherwise meeting this definition, but as to which the Service Provider has not obtained a
section 115 license.

Mixed Service Bundle means one or more of Permanent Downloads, Ringtones, Locker
Services, or Limited Offerings a Service Provider delivers to End Users together with one or
more non-music services (e.g., internet access service, mobile phone service) or non-music
products (e.g., a telephone device) of more than token value and provided to users as part of
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one transaction without pricing for the music services or music products separate from the
whole Offering.

Music Bundle means two or more of physical phonorecords, Permanent Downloads or
Ringtones delivered as part of one transaction (e.g., download plus ringtone, CD plus
downloads). In the case of Music Bundles containing one or more physical phonorecords, the
Service Provider must sell the physical phonorecord component of the Music Bundle under a
single catalog number, and the musical works embodied in the Digital Phonorecord Delivery
configurations in the Music Bundle must be the same as, or a subset of, the musical works
embodied in the physical phonorecords; provided that when the Music Bundle contains a set of
Digital Phonorecord Deliveries sold by the same Sound Recording Company under substantially
the same title as the physical phonorecord (e.g., a corresponding digital album), the Service
Provider may include in the same bundle up to 5 sound recordings of musical works that are
included in the stand-alonestand-alone version of the set of digital phonorecord deliveries but not
included on the physical phonorecord. In addition, the Service Provider must permanently part
with possession of the physical phonorecord or phonorecords it sells as part of the Music
Bundle. In the case of Music Bundles composed solely of digital phonorecord deliveries, the
number of digital phonorecord deliveries in either configuration cannot exceed 20, and the
musical works embodied in each configuration in the Music Bundle must be the same as, or a
subset of, the musical works embodied in the configuration containing the most musical works.

Offering means a Service Provider's engagement in Licensed Activity covered by
subparts C and D of this part.

Paid Locker Service means a Locker Service for which the End User pays a fee to the
Service Provider.

Performance Royalty means the license fee payable for the right to perform publicly
musical works in any of the forms covered by subparts C and D this patrt.

Permanent Download has the same meaning as in 17 U.S.C. 115(e)(24).

Play means an Eligible Interactive Stream, or play of an Eligible Limited Download,
lasting 30 seconds or more and, if a track lasts in its entirety under 30 seconds, an Eligible
Interactive Stream or play of an Eligible Limited Download of the entire duration of the track. A
Play excludes an Eligible Interactive Stream or play of a-an Eligible Limited Download that has
not been initiated or requested by a human user. If a single End User plays the same track
more than 50 straight times, all plays after play 50 shall be deemed not to have been initiated or
requested by a human user.

Promotional Offering means a digital transmission of a sound recording, in the form of an
Eligible Interactive Stream or an Eligible Limited Download, embodying a musical work, the
primary purpose of which is to promote the sale or other paid use of that sound recording or to
promote the artist performing on that sound recording and not to promote or suggest promotion
or endorsement of any other good or service and:

(1) A Sound Recording Company is lawfully distributing the sound recording through
established retail channels or, if the sound recording is not yet released, the Sound Recording
Company has a good faith intention to lawfully distribute the sound recording or a different
version of the sound recording embodying the same musical work;
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(2) For Eligible Interactive Streaming or Eligible Limited Downloads, the Sound
Recording Company requires a writing signed by an authorized representative of the Service
Provider representing that the Service Provider is operating with appropriate musical works
license authority and that the Service Provider is in compliance with the recordkeeping
requirements of § 385.4;

3) For Eligible Interactive Streaming of segments of sound recordings not
exceeding 90 seconds, the Sound Recording Company delivers or authorizes delivery of the
segments for promotional purposes and neither the Service Provider nor the Sound Recording
Company creates or uses a segment of a sound recording in violation of 17 U.S.C. 106(2) or
115(a)(2);

4) The Promotional Offering is made available to an End User free of any charge;
and

(5) The Service Provider provides to the End User at the same time as the
Promotional Offering stream an opportunity to purchase the sound recording or the Service
Provider periodically offers End Users the opportunity to subscribe to a paid Offering of the
Service Provider.

Purchased Content Locker Service means a Locker Service made available to End User
purchasers of Permanent Downloads, Ringtones, or physical phonorecords at no incremental
charge above the otherwise applicable purchase price of the Permanent Downloads, Ringtones,
or physical phonorecords acquired from a qualifying seller. With a Purchased Content Locker
Service, an End User may receive one or more additional phonorecords of the purchased sound
recordings of musical works in the form of Permanent Downloads or Ringtones at the time of
purchase, or subsequently have digital access to the purchased sound recordings of musical
works in the form of Eligible Interactive Streams, additional Permanent Downloads, Restricted
Downloads, or Ringtones.

(1) A qualifying seller for purposes of this definition is the entity operating the Service
Provider, including affiliatesAffiliates, predecessors, or successors in interest, or—

0] In the case of Permanent Downloads or Ringtones, a seller having a legitimate
connection to the locker service provider pursuant to one or more written agreements
(including that the Purchased Content Locker Service and Permanent Downloads or Ringtones
are offered through the same third party); or

(i) In the case of physical phonorecords:,

(A) The seller of the physical phonorecord has an agreement with the
Purchased Content Locker Service provider establishing an integrated offer that
creates a consumer experience commensurate with having the same Service
Provider both sell the physical phonorecord and offer the integrated locker
service; or

(B) The Service Provider has an agreement with the entity offering the
Purchased Content Locker Service establishing an integrated offer that creates a
consumer experience commensurate with having the same Service Provider both
sell the physical phonorecord and offer the integrated locker service.
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L [Reseneed]

Relevant Page means an electronic display (for example, a web page or screen) from
which a Service Provider's Offering consisting of Eligible Interactive Streams or Eligible Limited
Downloads is directly available to End Users, but only when the Offering and content directly
relating to the Offering (e.g., an image of the artist, information about the artist or album,
reviews, credits, and music player controls) comprises 75% or more of the space on that
display, excluding any space occupied by advertising. An Offering is directly available to End
Users from a page if End Users can receive sound recordings of musical works (in most cases
this will be the page on which the Eligible Limited Download or Eligible Interactive Stream takes
place).

Restricted Download means a Digital Phonorecord Delivery in a form that cannot be
retained and replayed on a permanent basis. The term Restricted Download includes an
Eligible Limited Download.

Ringtone means a phonorecord of a part of a musical work distributed as a Digital
Phonorecord Delivery in a format to be made resident on a telecommunications device for use
to announce the reception of an incoming telephone call or other communication or message or
to alert the receiver to the fact that there is a communication or message.

Service Provider means that entity governed by subparts C and D of this part, which
might or might not be the Licensee, that with respect to the section 115 license:

(1) Contracts with or has a direct relationship with End Users or otherwise controls
the content made available to End Users;

(2) Is able to report fully on Service Provider Revenue from the provision of musical
works embodied in phonorecords to the public, and to the extent applicable, verify Service
Provider Revenue through an audit; and

3) Is able to report fully on its usage of musical works, or procure such reporting
and, to the extent applicable, verify usage through an audit.

Service Provider Revenue. (1) Subject to paragraphs (2) through (5) of this definition
and subject to GAAP, Service Provider Revenue shall mean:

® All revenue from End Users recognized by a Service Provider for the provision of
any Offering;

(i) All revenue recognized by a Service Provider by way of sponsorship and
commissions as a result of the inclusion of third-party “in-stream” or “in-download” advertising
as part of any Offering, i.e., advertising placed immediately at the start or end of, or during the
actual delivery of, a musical work, by way of Eligible Interactive Streaming or Eligible Limited
Downloads; and

(iii) All revenue recognized by the Service Provider, including by way of sponsorship
and commissions, as a result of the placement of third-party advertising on a Relevant Page of
the Service Provider or on any page that directly follows a Relevant Page leading up to and
including the Eligible Limited Download or Eligible Interactive Stream of a musical work;
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provided that, in case more than one Offering is available to End Users from a Relevant Page,
any advertising revenue shall be allocated between or among the Service Providers on the
basis of the relative amounts of the page they occupy.

(2) Service Provider Revenue shall:
@ Include revenue recognized by the Service Provider, or by any associate,

affiliateAffiliate, agent, or representative of the Service Provider in lieu of its being recognized by
the Service Provider; and

(i) Include the value of any barter or other nonmonetary consideration; and

(iii) Except as expressly detailed in this part, not be subject to any other deduction or
set-off other than refunds to End Users for Offerings that the End Users were unable to use
because of technical faults in the Offering or other bona fide refunds or credits issued to End
Users in the ordinary course of business.

3) Service Provider Revenue shall exclude revenue derived by the Service Provider
solely in connection with activities other than Offering(s), whereas advertising or sponsorship
revenue derived in connection with any Offering(s) shall be treated as provided in paragraphs
(2) and (4) of this definition.

(4) For purposes of paragraph (1) of this definition, advertising or sponsorship
revenue shall be reduced by the actual cost of obtaining that revenue, not to exceed 15%.

(5) In instances in which a Service Provider provides an Offering to End Users as
part of the same transaction with one or more other products or services that are not Licensed
Activities, then the revenue from End Users deemed to be recognized by the Service Provider
for the Offering for the purpose of paragraph (1) of this definition shall be the lesserofthe
revenue recognized from End Users for the bundle andless the aggregate-standalone published
pricesprice for End Users for each of the other component(s) of the bundle-thatare Licensed
Activities; provided that, if there is no standalone published price for a component of the bundle,
then the Service Provider shall use the average standalone published price for End Users for
the most closely comparable product or service in the U.S. or, if more than one comparable
exists, the average of standalone prices for comparables.

Sound Recording Company means a person or entity that:

(1) Is a copyright owner of a sound recording embodying a musical work;

(2) In the case of a sound recording of a musical work fixed before February 15,
1972, has rights to the sound recording, under chapter 14 of title 17, United States Code, that
are equivalent to the rights of a copyright owner of a sound recording of a musical work under
title 17, United States Code;

3) Is an exclusive Licensee of the rights to reproduce and distribute a sound
recording of a musical work; or
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4) Performs the functions of marketing and authorizing the distribution of a sound
recording of a musical work under its own label, under the authority of the Copyright Owner of
the sound recording.

Standalone Non-Portable Subscription Offering—Streaming Only means a Subscription
Offering through which an End User can listen to sound recordings only in the form of Eligible

Interactive Streams and only from a non-portable device to which those Eligible Interactive
Streams are originally transmitted while the device has a live network connection.

Standalone Non-Portable Subscription Offering—Mixed means a Subscription Offering
through which an End User can listen to sound recordings either in the form of Eligible
Interactive Streams or Eligible Limited Downloads but only from a non-portable device to which
those Eligible Interactive Streams or Eligible Limited Downloads are originally transmitted.

Standalone Portable Subscription Offering means a Subscription Offering through which

an End User can listen to sound recordings in the form of Eligible Interactive Streams or Eligible
Limited Downloads from a portable device.

Stream means the digital transmission of a sound recording of a musical work to an End
User—

(1) To allow the End User to listen to the sound recording, while maintaining a live
network connection to the transmitting service, substantially at the time of transmission, except
to the extent that the sound recording remains accessible for future listening from a Streaming
Cache Reproduction;

(2) Using technology that is designed such that the sound recording does not remain
accessible for future listening, except to the extent that the sound recording remains accessible
for future listening from a Streaming Cache Reproduction; and

3) That is subject to licensing as a public performance of the musical work.

Streaming Cache Reproduction means a reproduction of a sound recording embodying
a musical work made on a computer or other receiving device by a Service Provider solely for
the purpose of permitting an End User who has previously received a Stream of that sound
recording to play the sound recording again from local storage on the computer or other device
rather than by means of a transmission; provided that the End User is only able to do so while
maintaining a live network connection to the Service Provider, and the reproduction is encrypted
or otherwise protected consistent with prevailing industry standards to prevent it from being
played in any other manner or on any device other than the computer or other device on which it
was originally made.

Student Plan means a discounted Subscription te-an-Offering available on a limited basis
to students.

Subscription Offering means an Offering for which End Users are required to pay a fee
to have access to the Offering for defined subscription periods of 3 years or less (in contrast to,
for example, a service where the basic charge to users is a payment per download or per play),
whether the End User makes payment for access to the Offering on a standalone basis or as
part of a Bundiebundle with one or more other products or services.
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Total Cost of Content or TCC means the total amount expensed by a Service Provider or
any of its affiliatesAffiliates in accordance with GAAP for rights to make Eligible Interactive
Streams or Eligible Limited Downloads of a musical work embodied in a sound recording
through the Service Provider for the acceunting-periodAccounting Period, which amount shall
equal the applicable-considerationApplicable Consideration for those rights at the time the
apphicable-censiderationApplicable Consideration is properly recognized as an expense under
GAAP. As used in this definition, “applicable-considerationApplicable Consideration” means
anything of value given for the identified rights to undertake the Licensed Activity, including,
without limitation, ownership equity, monetary advances, barter or any other monetary and/or
nonmonetary consideration, whether that consideration is conveyed via a single agreement,
multiple agreements and/or agreements that do not themselves authorize the Licensed Activity
but nevertheless provide consideration for the identified rights to undertake the Licensed
Activity, and including any value given to an affiliateAffiliate of a Sound Recording Company for
the rights to undertake the Licensed Activity. Value given to a Copyright Owner of musical
works that is controlling, controlled by, or under common control with a Sound Recording
Company for rights to undertake the Licensed Activity shall not be considered value given to the
Sound Recording Company. Notwithstanding the foregoing, applicable-considerationApplicable
Consideration shall not include in-kind promotional consideration given to a Sound Recording
Company (or affiliateAffiliate thereof) that is used to promote the sale or paid use of sound
recordings embodying musical works or the paid use of music services through which sound
recordings embodying musical works are available where the in-kind promotional consideration
is given in connection with a use that qualifies for licensing under 17 U.S.C. 115.

§385.3 Late payments.

A Licensee shall pay a late fee of 1.5% per month, or the highest lawful rate, whichever
is lower, for any payment owed to a Copyright Owner and remaining unpaid after the due date
established in 17 U.S.C. 115(c)(2)(l) or 17 U.S.C. 115(d)(4)(A)(i), as applicable and detailed in
part 210 of this title. Late fees shall accrue from the due date until the Copyright Owner
receives payment.

8385.4 Recordkeeping for promotional or free trial non-royalty-bearing uses.

(a) General. A Licensee transmitting a sound recording embodying a musical work
subject to section 115 and subparts C and D of this part and claiming a Promotional or Free
Trial Offering zero royalty rate shall keep complete and accurate contemporaneous written
records of making or authorizing Eligible Interactive Streams or Eligible Limited Downloads,
including the sound recordings and musical works involved, the artists, the release dates of the
sound recordings, a brief statement of the promotional activities authorized, the identity of the
Offering or Offerings for which the zero-rate is authorized (including the internet address if
applicable), and the beginning and end date of each zero rate Offering.

(b) Retention of records. A Service Provider claiming zero rates shall maintain the
records required by this section for no less time than the Service Provider maintains records of
royalty-bearing uses involving the same types of Offerings in the ordinary course of business,
but in no event for fewer than five years from the conclusion of the zero rate Offerings to which
they pertain.
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(© Availability of records. If a Copyright Owner or agent requests information
concerning zero rate Offerings, the Licensee shall respond to the request within an agreed,
reasonable time.

Subpart B— = Physical Phonorecord Deliveries,
Permanent Downloads, Ringtones, and Music Bundles.

§385.10 Scope-

This subpart establishes rates and terms of royalty payments for making and distributing
phonorecords, including by means of Digital Phonorecord Deliveries, in accordance with the
provisions of 17 U.S.C. 115.

§385.11 Royalty rates.

(@) Physical phonorecord deliveries and Permanent Downloads. For every physical
phonorecord and Permanent Download the Licensee makes and distributes or authorizes to be
made and distributed, the royalty rate payable for each work embodied in the phonorecord or
Permanent Download shall be either 9.1 cents or 1.75 cents per minute of playing time or
fraction thereof, whichever amount is larger.

(b) Ringtones. For every Ringtone the Licensee makes and distributes or authorizes
to be made and distributed, the royalty rate payable for each work embodied therein shall be 24
cents.

(©) Music Bundles. For a Music Bundle, the royalty rate for each element of the
Music Bundle shall be the rate required under paragraph (a) or (b) of this section, as
appropriate.

Subpart C—Eligible Interactive Streaming, Eligible Limited Downloads, Limited Offerings,
Mixed Service Bundles, Bundled Subscription Offerings, Locker Services, and Other
Delivery Configurations

§385.20 Scope.

This subpart establishes rates and terms of royalty payments for Eligible Interactive
Streams and Eligible Limited Downloads of musical works, and other reproductions or
distributions of musical works through Limited Offerings, Mixed Service Bundles, Bundled
Subscription Offerings, Paid Locker Services, and Purchased Content Locker Services provided
through subscription and nonsubscription digital music Service Providers in accordance with the
provisions of 17 U.S.C. 115, exclusive of Offerings subject to subpart D of this part.

§385.21 Royalty rates and calculations-

(a) Applicable royalty. Licensees that engage in Licensed Activity covered by this
subpart pursuant to 17 U.S.C. 115 shall pay royalties therefor that are calculated as provided in
this section, subject to the royalty floors for specific types of services described in

§385.22.subsection (b) of this subpart, provided, however, that Promotional Offerings, Free

Trial Offerings, and Certain Purchased Content Locker Services shall instead be subject to the
royalty rates provided in subpart D of this part.
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(b) Rate calculation. Royalty payments for Licensed Activity in this subpart shall be
calculated as provided in this paragraph (b)-ef-this-section. If a Service Provider includes
different Offerings, royalties must be calculated separately with respect to each Offering taking
into consideration Service Provider Revenue and expenses associated with each Offering._For
purposes of calculating rates pursuant to this section and all of its subparts, a Family Plan shall
be treated as 1.5 subscribers per month, prorated in the case of a Family Plan in effect for only
part of a calendar month and a Student Plan shall be treated as 0.50 subscribers per month,
prorated in the case of a Student Plan End User who subscribed for only part of a calendar
month.

QD Step 1: Calculate the all-lareyaltyAll-In Royalty for the Offering. For each
Accounting Period, the all-in royalty for all Offerings in this subpart (other than Plays subject to
subpart D of this part) shall be the greater of (A) the applicable percent of Service Provider
Revenue as set forth in in Column A of the table below and (B) the applicable percent of TCC or
TCC amount as set forth in Column B of the-fellewing table.:

FABLE 1-TO PARAGRARHAb}H1)—2018-2022 ALL-IN-ROYALTY-RATES

Offering Column A Column B
% of TCC % or TCC Amount
Service
Provider
Revenue
Reoyalty 2048 2040 2020 2021+ 2022
yearStandalone Non-
Portable Subscription ©5) o) ©5) €10.5 %) %) The lesser of 22 % of TCC for
Offering—Streaming the Accounting Period _or 50 cents
Only per subscriber per month
Percentof 142105 % | 451 The lesser of 21% of TCC for
RevenueStandalone li i
Non-Portable HA4 12,3 133 per subscriber per month
Subscription Offering—
Mixed
Percentof 252105 % | 26-2The lesser of 21 % of TCC for
FECstandalone 270 231 241 the Accounting Period or 80 cents
Portable Subscription per subscriber per month
Offering
Bundled Subscription Offering 10.5 % 21 % of TCC for the Accounting
Period
Mixed Service Bundle 11.35% 21% of TCC for the Accounting
Period
Limited Offering 10.5% 21% of TCC for the Accounting
Period
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Offering Column A Column B
% of TCC % or TCC Amount
Service
Provider
Revenue
Paid Locker Service 12% 20.65% of TCC for the Accounting
Period
Purchased Content Locker Service 12% 22% of TCC for the Accounting
Period
Free nonsubscription/ad-supported services free of any 10.5% 22% of TCC for the Accounting
charge to the End User Period

(2)  Step 2: Subtract applicableApplicable Performance Royalties. From the amount
determined in step 1 in paragraph (b)(1) of this section, for each Offering of the Service
Provider, subtract the total amount of Performance Royalty that the Service Provider has
expensed or will expense pursuant to public performance licenses in connection with uses of
musical works through that Offering during the Accounting Period that constitute Licensed
Activity. Although this amount may be the total of the Service Provider’'s payments for that
Offering for the Accounting Period, it will be less than the total of the Performance Royalties if
the Service Provider is also engaging in public performance of musical works that does not
constitute Licensed Activity. In the case in which the Service Provider is also engaging in the
public performance of musical works that does not constitute Licensed Activity, the amount to
be subtracted for Performance Royalties shall be the amount allocable to Licensed Activity uses
through the relevant Offering as determined in relation to all uses of musical works for which the
Service Provider pays Performance Royalties for the Accounting Period. The Service Provider
shall make this allocation on the basis of Plays of musical works or, where per-play information
is unavailable because of bona fidetechnicalfide technical limitations as described in step 3 in
paragraph (b)(3) of this section, using the same alternative methodology as provided in step 4-in

3 Step 3: Determine the payableroyalty-peolPayable Rovalty Pool. The payable
royalty pool is the amount payable for the reproduction and distribution of all musical works
used by the Service Provider by virtue of its Licensed Activity for a particular Offering during
the Accounting Period. This amount is the greater of:

(1) The result determined in step 2 in paragraph (b)(2) of this section;, and

e The royalty floor (if any) resulting-from-the-caleulations-deseribed-in-§385-22.set forth in

the following table:

Offering Royalty Floor
Standalone Non-Portable 15 cents per subscriber per month

Subscription Offering—
Streaming Only

Services’ Joint Rate Proposal,
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Offering Royalty Floor

Standalone Non-Portable 30 cents per subscriber per month
Subscription Offering—Mixed

Standalone Portable 50 cents per subscriber per month
Subscription Offering

Bundled Subscription Offering 25 cents per month for each Active
Subscriber during that month

Mixed Service Bundle nla
Limited Offering nla
Paid Locker Service n/a
Purchased Content Locker n/a
Service

Free nonsubscription/ad- n/a

supported services free of any
charge to the End User

Computation of royalty floors. For purposes of this paragraph (b)(3), to determine the

royalty floor, as applicable to any particular Offering, the total number of subscriber-months for
the Accounting Period, shall be calculated by taking all End Users who were subscribers for

complete calendar months, prorating in the case of End Users who were subscribers for only

part of a calendar month, and deducting on a prorated basis for End Users covered by an
Offering subject to subpart D, except in the case of a Bundled Subscription Offering where
subscriber-months shall be determined with respect to Active Subscribers. The product of the
total number of subscriber-months for the Accounting Period and the specified number of
cents per subscriber (or Active Subscriber, as the case may be) shall be used as the

subscriber-based component of the royalty floor for the Accounting Period.

4) Step 4: Calculate the per-werk-reyalty-allecationPer-Work Royalty Allocation. This
is the amount payable for the reproduction and distribution of each musical work used by the

Service Provider by virtue of its Licensed Activity through a particular Offering during the
Accounting Period. To determine this amount, the result determined in step 3 in paragraph
(b)(3) of this section must be allocated to each musical work used through the Offering. The
allocation shall be accomplished by dividing the payable royalty pool determined in step 3 for
the Offering by the total number of Plays of all musical works through the Offering during the
Accounting Period (other than Plays subject to subpart D of this part) to yield a per-Play
allocation, and multiplying that result by the number of Plays of each musical work (other than
Plays subject to subpart D of this part))- through the Offering during the Accounting Period. For
purposes of determining the per-work royalty allocation in all calculations under this step 4 in-this
paragraph-(b}4)-only (i.e., after the payable royalty pool has been determined), for sound
recordings of musical works with a playing time of over 5 minutes, each Play shall be counted
as provided in paragraph (c) of this section.

Notwithstanding the foregoing, if the Service Provider is not capable of tracking Play
information because of bona fide limitations of the available technology for Offerings of that
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nature or of devices useable with the Offering, the per-work royalty allocation may instead be
accomplished in a manner consistent with the methodology used for making royalty payment
allocations for the use of individual sound recordings.

(cq)

Overtime adjustment. For purposes of the calculations in step 4 in this

paragraph (b)(4) of this section only, for sound recordings of musical works with a playing time
of over 5 minutes, adjust the number of Plays as follows.

(1)
(2)
3)
(4)
()
(6)

5:01 to 6:00 minutes—Each playPlay = 1.2 plays-Plays
6:01 to 7:00 minutes—Each playPlay = 1.4 plays-Plays
7:01 to 8:00 minutes—Each playPlay = 1.6 plays-Plays
8:01 to 9:00 minutes—Each playPlay = 1.8 plays-Plays
9:01 to 10:00 minutes—Each playPlay = 2.0 plays-Plays

For playing times of greater than 10 minutes, continue to add 0.2 playsPlays for

each additional minute or fraction thereof.
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Subpart D— = Promotional and-Free-to-the-User-Offerings, Free Trial Offerings and
Certain Purchased Content Locker Services

§385.30 Scope.

This subpart establishes rates and terms of royalty payments for Promotional Offerings,
Free Trial Offerings, and Certain Purchased Content Locker Services provided by subscription
and nonsubscription digital music Service Providers in accordance with the provisions of 17
U.S.C. 115.

§385.31 Royalty rates.

(a) Promotional Offerings. For Promotional Offerings of audio-only Eligible
Interactive Streaming and Eligible Limited Downloads of sound recordings embodying musical
works that the Sound Recording Company authorizes royalty-free to the Service Provider, the
royalty rate is zero.

(b) Free Trial Offerings. For Free Trial Offerings for which the Service Provider
receives no monetary consideration, the royalty rate is zero.

(c) Certain Purchased Content Locker Services. For every Purchased

Content Locker Service for which the Service Provider receives no monetary consideration,
the royalty rate is zero.
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(d) Unauthorized use. If a Copyright Owner or agent of the Copyright Owner sends
written notice to a Licensee stating in good faith that a particular Offering subject to this subpart
differs in a material manner from the terms governing that Offering, the Licensee must within 5
business days cease Streaming or otherwise making available that Copyright Owner’s musical
works and shall withdraw from the identified Offering any End User’s access to the subject
musical work.
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Amazon.com Services LLC (“Amazon”), Google LLC (“Google”), Pandora Media, LLC
(“Pandora”), and Spotify USA Inc. (“Spotify,” and together with Amazon, Google, and Pandora,
the “Services”) respectfully submit this joint brief in support of their revised proposal for rates
and terms for the 2018-2022 period (the “Services’ Proposal”), which is submitted herewith.

INTRODUCTION

The Judges’ Final Determination in this proceeding took the “dramatic step” of
“pair[ing] . . . significant increases in the total content cost and revenue prongs” with “uncapping
the total content cost prong for every category of service offering.” Johnson v. Copyright
Royalty Bd., 969 F.3d 363, 381 (D.C. Cir. 2020). As the D.C. Circuit explained, the Final
Determination left “the Streaming Services exposed to potentially large hikes in the mechanical
license royalties they must pay” and “yoke[d] the mechanical license royalties to the sound
recording rightsholders’ unchecked market power.” 1d. at 382; see also id. (noting that this result
“exposed” the Services “to the labels’ market power” and that the labels “could, if they so chose,
put those services out of business entirely” (cleaned up)). That result could not be justified on the
existing record, as the Services had been “deprived of the opportunity to voice their objections to
a completely uncapped total content cost prong [or] address the interplay between that rate
structure and the increased revenue and total content cost rates.” Id. at 383. The court
accordingly “vacate[d] . . . the Board’s adopted rate structure and percentages.” Id. at 381.

As Judge Strickler had previously explained in dissent, the Final Determination was
based on the “heroic assumption” that record labels will “accept millions of dollars in lost
revenue” by voluntarily reducing sound recording royalties. Determination of Royalty Rates and
Terms for Making and Distributing Phonorecords (Phono I11), Final Rule, 84 Fed. Reg. 1918,
1966 (Feb. 5, 2019) (Dissent) (cleaned up). That so-called “see-saw” theory was based solely on
the rebuttal testimony of Professor Watt. But, as Judge Strickler noted, “theory must meet

1
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reality”—*"no witness [at the original hearing] could state whether this see-saw effect would
occur, and there were no witnesses from the record companies who testified that the record
companies would impotently acquiesce to a significant loss in royalties to accommodate the
diversion of a huge economic surplus away from them and to the Copyright Owners.” Id.

Time has proven Judge Strickler correct and Professor Watt wrong. Sound recording
rates have not declined—indeed, in many cases they have increased. As a result, were musical
works owners to receive the full increase the Final Determination awarded, it would come
completely at the expense of the Services, which, according to the Majority, Judge Strickler, and

the D.C. Circuit, continue to bear the brunt of the record companies’ “complementary oligopoly”
power. The Services would see their total royalty payments increase substantially from those
under the Phonorecords Il settlement, which had promoted extraordinary growth across the
entire music industry. Indeed, the Services would be left with a far smaller portion of revenues
than any of the economic models presented during the original hearing suggested would be
appropriate. That result is at odds with the model the Majority relied on and also cannot satisfy
Section 801(b)(1), which requires the Judges to select a combination of royalty structure and rate
levels that will fairly compensate both the copyright owners and the streaming services for their
respective contributions in making creative works available to the public.

The collapse of the see-saw theory makes plain that the shortcomings the D.C. Circuit
identified were not mere procedural missteps that can be salvaged with some additional
explanation in support of the same bottom-line conclusions. These substantive flaws require that
the Board abandon the rate structure and rate levels in the now-vacated Final Determination.

Based on the enhanced record available here, it is equally clear that the Judges should address

the D.C. Circuit’s concerns—and satisfy the governing Section 801(b) factors—by embracing
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the reasoning in Judge Strickler’s dissent and setting rate levels and a rate structure based on the
Phonorecords Il settlement. As the D.C. Circuit found, the Majority’s original decision failed to
give a reasoned explanation for rejecting that settlement as a benchmark. See Johnson, 969 F.3d
at 367, 381. And, as Judge Strickler recognized, the overwhelming evidence shows that the
Phonorecords Il settlement is the best available benchmark for the royalty structure and rates. It
involved the same rights at issue here, the parties who negotiated it were largely the same, and it
achieved positive results in the market, allowing streaming industry revenues and royalties paid
to the Copyright Owners to grow significantly.

The Services propose adopting the core economics of the Phonorecords Il settlement
with modest revisions, including to address new pricing strategies like family and student plans
as well as to incorporate aspects of the Final Determination that either the D.C. Circuit affirmed
or that no party challenged on appeal. The Services’ Proposal thus takes a framework that
worked well in the market for many years and supplements it with additions that are no longer
open to further challenge on remand. Its adoption would be the most straightforward way to
resolve this long-running dispute and would avoid the serious substantive concerns that the D.C.
Circuit identified in the Judges’ prior determination.

Finally, the Judges should find that they lacked authority to change the Initial
Determination’s definition of Service Revenue for bundles. The Copyright Act provides only
three circumstances in which the Judges can revise initial determinations, and the D.C. Circuit
held that none applies here. The revision did not fall within the Judges’ rehearing authority, did
not constitute a correction of a technical or clerical error, and did not qualify as a modification in
response to unforeseen circumstances. Id. at 390-91. Moreover, even if the Judges had authority

to revise the Initial Determination’s definition, the record unequivocally supports retaining the
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Initial Determination’s definition. The record shows that the agreed-upon approach to bundling
in Phonorecords Il and carried forward in the Initial Determination grows the overall royalty
pool and provides industry-wide benefits. The Judges also previously recognized that the
Copyright Owners did not present any evidence to support the new definition they proposed for
the first time after the Initial Determination, and the record has not been reopened for new
evidence on this issue.

In short, the Services’ Proposal serves the Copyright Act’s goals by affording both
copyright owners and services a fair return, more accurately reflects the parties’ relative roles,
and minimizes disruption to the industry. It should be adopted in full.

BACKGROUND
A. The Board’s Determination After Trial in Phonorecords 111

In 2016, the Judges commenced Phonorecords I11. Before those proceedings began, the
number of songwriters and the number and rate of growth of new musical works were all
increasing under the Phonorecords Il rate structure. Ex. 695 § 94 (Leonard AWDT); 3/15/2017
Tr. 1120:2-1121:23 (Leonard). But despite these large gains, no interactive streaming service
had ever achieved sustained profitability. Ex. 692 { 16 (Levine WDT); Ex. 885 { 64 (Katz
WDT). Instead, the streaming services had reported losses in the hundreds of millions of dollars,
and most entities that had entered the marketplace had failed. Ex. 692 { 16 (Levine WDT); EX.
696 { 27 (Pakman WDT); Ex. 885 { 65 (Katz WDT). The biggest obstacle to achieving
profitability was the combined royalties that services must pay for the rights to stream music—
payments that have approached or exceeded .% of their revenues. Final Determination at 73,
Phono 111, No. 16-CRB-0003-PR (2018-2022) (Nov. 5, 2018) (Final Det.); see also Ex. 692 | 16

& n.1 (Levine WDT). These royalties include not just the compulsory mechanical license fees at
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issue here, but also fees for the rights to publicly perform the same musical works and fees to
record labels that own the sound recordings of those works. Phono Il1, 84 Fed. Reg. at 1922.

Against this backdrop, the Services and the Copyright Owners attempted to negotiate
mechanical royalties for the upcoming rate term. However, the parties did not reach a settlement
regarding the royalty rates and terms for interactive streaming, limited offerings, or bundled
subscription offerings. Thus, the Board conducted an evidentiary hearing, with twenty-one days
of live testimony and a day of closing arguments, to determine those rates and terms. 1d. at 1920.

On January 26, 2018, the Judges issued their Initial Determination: a majority opinion
signed by then-Chief Judge Barnett and then-Judge Feder, and a more-than-150-page dissenting
opinion and alternative rate determination by Judge Strickler. The Majority rejected the
Phonorecords Il settlement as a benchmark, adopted a new rate structure with an uncapped total
content cost (“TCC”) prong, and increased royalty rates over the course of the license period by
at least 44%. Initial Determination at 1, 34-35, 55-57, 88, Phono 111, No. 16-CRB-0003-PR
(2018-2022), eCRB Doc. No. 1824 (Jan. 26, 2018) (Initial Det.). The Services had no
opportunity to address the Majority’s selected structure and accompanying rates.

Under the new rate structure, services would pay an “all-in” rate for mechanical and
performance rights for musical works determined by the greater of: (i) a percentage of service
revenue; and (ii) an uncapped percentage of TCC (i.e., services’ payments to record labels for the
rights to stream the associated sound recordings), in many cases all subject to a mechanical
royalty floor. Id. at 1.1 The Majority also phased in its full royalty rate increase over the five-

year period:

! Both prongs were subject to per-subscriber floors for certain offerings carried over from the
Phonorecords Il settlement. Id.
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2018 | 2019 | 2020 |2021 | 2022

Percent of Revenue | 11.4% | 12.3% | 13.3% | 14.2% | 15.1%

Percent of TCC 22.0% | 23.1% | 24.1% | 25.2% | 26.2%

Judge Strickler, in contrast, explained that he would have maintained the Phonorecords |1
rates and rate structure because the settlement “possesses the characteristics of a useful and
beneficial benchmark.” Phono I11, 84 Fed. Reg. at 1999 (Dissent). He emphasized that the
settlement “pertains to the same rights at issue in this proceeding,” “the licensors (music
publishers) and licensees (interactive streaming services) categories are comparable (if not

identical),” “the economic circumstances are sufficiently similar and the same in crucial
respects,” and “the 2012 benchmark . . . reflects a rate structure with an adequate degree of
competition” because it is “free of complementary oligopoly effects and of an imbalance in
market power.” Id.

On November 5, 2018, the Judges issued their Final Determination, which included both
a Majority opinion and Judge Strickler’s dissent. Phono 111, 84 Fed. Reg. at 1918, 1963. The
Final Determination was quite similar to the Initial Determination, except that the Final
Determination made the new rates and terms effective retroactively to January 1, 2018, and the
Majority adopted a new definition of Service Revenue for bundles that had not been proposed by
any participant prior to the issuance of the Initial Determination. Id. at 1918, 2034. The Final
Determination was published in the Federal Register in February 2019, and the regulations were

updated on July 8, 2019, during the implementation of the Music Modernization Act. 1d.;

Copyright Royalty Board Regulations Regarding Procedures for Determination and Allocation
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of Assessment To Fund Mechanical Licensing Collective and Other Amendments Required by the
Hatch-Goodlatte Music Modernization Act, Final Rule, 84 Fed. Reg. 32,296 (July 8, 2019).

B. The D.C. Circuit Vacated the Final Determination and Remanded

The Services, the Copyright Owners, and George Johnson timely appealed. Following
briefing and oral argument, the D.C. Circuit rejected the Copyright Owners’ and George
Johnson’s appeals but, in response to the Services’ appeal, it “vacate[d] and remand[ed] the
Board’s adopted rate structure and percentages” because the Board “did not provide a reasoned
explanation for its refusal to treat the Phonorecords Il settlement as a benchmark,” “failed to
provide adequate notice of the drastically modified rate structure it ultimately adopted,” and
“never identified the source of its asserted authority to substantively redefine a material term [for
bundled offerings] after publishing its Initial Determination.” Johnson, 969 F.3d at 367, 381.

1. The D.C. Circuit Held that the Majority Did Not Provide Adequate Notice

of the Drastically Modified Rate Structure and Levels It Ultimately
Adopted

The D.C. Circuit began by characterizing the Majority’s decision as a “dramatic step”
that “pair[ed] . . . significant increases in the total content cost and revenue prongs” with
“uncapping the total content cost prong for every category of service offering.” 1d. at 381.
Uncapping the TCC prong meant that the mechanical royalty rate could increase whenever
record labels demanded and obtained a higher royalty rate for sound recording rights—with no
limit as to how high royalties could go under that prong. The Majority also increased the
mechanical royalty rates by “approximately 44% over the current headline rate.” Phono Ill, 84
Fed. Reg. at 1960. It took these steps despite recognizing that “interactive streaming services are
failing to realize an accounting profit under the current structure,” and noting that “there is a
limit” to the Services’ “ability to withstand short-term losses . . . beyond which services will be

unable to attract capital and survive.” Id. at 1959-60.
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The Majority was “sanguine as to the impact” that the significant rate increases and
uncapped TCC prong would have on streaming services because, in its view, record labels would
voluntarily lower their rates to accommodate the increased mechanical royalties. Id. at 1966
(Dissent); see also id. at 1953 (Majority). The Majority acknowledged that the record companies
are “must-have suppliers in an unregulated market” that can “walk away from negotiations with

the Services and, effectively, put them out of business.” Id. at 1953. It also recognized that the

cord comparies “stteqy has et
I Final Det. at 74 n.136. Nevertheless, based solely on the “see-saw”

theory set forth by the Copyright Owners’ rebuttal expert Professor Watt, the Majority predicted
that the record companies voluntarily would agree to accept lower sound recording rates in order
to “ensure the continued survival and growth of the music streaming industry,” Phono 1l1, 84
Fed. Reg. at 1953, thus sparing the Services from an increase in their overall royalty burden
(though depriving them of the significant decrease predicted by the various Shapley Value
models on which the Majority relied) and conveniently paving the way for what the Majority
assumed would be a pain-free spike in rates paid to the Copyright Owners.

Judge Strickler described the Majority’s assumption that sound recording royalties would
eventually decrease to accommodate the increased payments to Copyright Owners as “a
combination of naiveté and wishful thinking.” 1d. at 1965-66, 2028 (Dissent). He also found
that the rate increase would be disruptive. 1d. at 1964-65, 2029. And he further objected to
adopting a “rate structure [that] was never proposed by any party during the proceeding,”
observing that, by generating and adopting its own rate structure, the Majority “created a real
risk of economic harm that the parties were not able to address at the hearing.” Id. at 1963-64

(emphasis in original).
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The D.C. Circuit held that the Services “had no fair notice that the Copyright Royalty
Board would take the dramatic step of uncapping the total content cost prong for every category
of service offering, let alone pair that with significant increases in the total content cost and
revenue prongs” and vacated the Majority’s decision as to both rate levels and rate structure.
Johnson, 969 F.3d at 381 (“[W]e vacate and remand the Board’s adopted rate structure and
percentages . . ..”). Agreeing with much of Judge Stricker’s reasoning, the court emphasized
that “sound recording rightsholders have considerable market power vis-a-vis interactive
streaming service providers, and they have leveraged that power to extract excessive royalties.”
Id. at 382. The court noted that “[b]y eliminating any cap on the total content cost prongs,” the
Majority had “removed the only structural limitation on how high the total content cost . . . can
climb” and instead “yoke[d] the mechanical license royalties to the sound recording
rightsholders’” unchecked market power.” 1d. at 380, 382. “Worse still,” the court observed, that
structural change was coupled with “significant[] hike[s]” in “both the revenue rate and the total
content cost rates the streaming services would have to pay.” Id. at 382-83.

The court explained that “[i]f the Board wanted to implement such an extreme change,”
“it was duty bound to give a heads up to the parties.” Id. at 382. Failure to do so meant that
Services “were not only deprived of the opportunity to voice their objections to a completely
uncapped total content cost prong, they were also given no opportunity to address the interplay
between that rate structure and the increased revenue and total content cost rates.” Id. at 381,
383. This error prevented the parties from “provid[ing] evidence and argument bearing on the
essential components and contours of the Board’s ultimate decision.” Id. at 381.

In addition to vacating both the “rate structure” and the specific “percentages” that the

Majority selected as part of that structure, the court also directed the Judges to revisit a number
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of the Services’ other challenges to the rate structure and rate levels on remand in light of the
court’s ruling. Id. at 381, 383, 388-89. Specifically, the court directed the Judges to consider
whether “the rate structure formulated by the . . . Board failed to account for the sound
recordings rightsholders’ market power,” and whether “the Board failed to provide a
‘satisfactory explanation,” or root in substantial evidence, its conclusion that an increase in
mechanical license royalties would lead to a decrease in sound recording royalties” (the above-
described “see-saw” effect). Id. at 383.

The court also directed the Judges to consider on remand whether the rates emerging
from the Majority’s combination satisfy the rate-setting standard set forth in Section 801(b)(1).
Id. at 384, 388-89. As the court explained, “factors B through D” are “intertwined with the
nature of the rate structure ultimately imposed by the Board” and “sound recording
rightsholders’ likely responses.” Id. at 389. Indeed, the D.C. Circuit questioned whether the
“significant[] hike[s]” in rate value embodied in the Majority’s original decision, or a structure
that “yoke[d] the mechanical license royalties to the sound recording rightsholders’ unchecked
market power,” could satisfy the Section 801 factors. Id. at 382-83.

2. The D.C. Circuit Held that the Majority Did Not Provide a Reasoned
Explanation for Rejecting the Phonorecords 11 Settlement as a Benchmark

The Majority found that the Services had failed to justify using Phonorecords Il as a
benchmark because the Services did not explain “the subjective understandings of the parties
who negotiated [the Phonorecords Il settlement]” and instead “elected to rely on the 2012 rates
as objectively useful.” Phono 111, 84 Fed. Reg. at 1944-45. Judge Strickler criticized the
Majority’s assessment of this issue. He explained that a bargain struck by the same parties in
arm’s length negotiations in analogous circumstances satisfies the traditional, objective criteria
for a benchmark regardless of whether there is evidence of the subjective intentions of the
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parties. Id. at 1999-2001 (Dissent). Those criteria were satisfied here. Amazon, Apple, Google,
and Pandora all participated in Phonorecords Il, and the music publishers and songwriters were
represented by NMPA and NSAI, among other organizations. Ex. 6014 (Phonorecords Il
settlement agreement); 3/29/17 Tr. 3761:7-3763:13 (Israelite). The parties settled after a year of
hard-fought negotiations. 3/8/17 Tr. 158:22-159:24, 172:7-12 (Levine); 3/29/17 Tr. 3756:25-
3757:23, 3760:8-3761:6 (Israelite). And “everybody knew at that time” that streaming “had
been growing much faster than any other segment of the music industry for many, many years,
and that it represented the future of the industry.” 3/8/17 Tr. 171:15-172:6 (Levine); see also
3/8/17 Tr. 270:15-271:16 (Levine). Thus, the parties “understood that the rate structure would
have implications into the future in a real way for their businesses.” 3/8/17 Tr. 272:11-19
(Levine).

On appeal, the D.C. Circuit agreed with Judge Strickler. The court noted that “[i]n
rejecting that settlement as a possible benchmark,” the Majority erred when it relied on the
Services’ “fail[ure] to explain why the parties to the Phonorecords Il settlement agreed to the
rates in that settlement.” Johnson, 969 F.3d at 387. That explanation was inadequate, the court
found, because the Majority did not “explain why evidence of the parties’ subjective intent in
negotiating the Phonorecords Il settlement is a prerequisite to its adoption as a benchmark.” 1d.
The court also criticized the Board’s effort to “change[] tack™ on appeal and make new
arguments that were “nowhere to be found in the Final Determination’s discussion of the
appropriateness of the Phonorecords 11 settlement as a potential benchmark.” Id.

The court thus vacated that part of the Board’s decision and remanded to require the
Board to conduct a “reasoned analysis” of “the appropriateness of the Phonorecords 11 settlement

as a potential benchmark.” 1d.
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3. The D.C. Circuit Held that the Majority Did Not Have Authority To
Substantively Redefine a Material Term for Bundled Offerings After the
Initial Determination Issued

The Initial Determination maintained the longstanding rule from the Phonorecords Il
settlement that the Service Revenue for bundled offerings is calculated as the value remaining
after subtracting the prices attributable to the non-streaming services included in the bundle.
Compare Initial Det. Attach. A at 7-8, with 37 C.F.R. § 385.11 (2014). A wide range of record
evidence in Phonorecords I11 supported that result. Initial Det. at 20-22 & n.51. That evidence
showed that the Phonorecords Il rule enabled Services to offer music at multiple price points and
to introduce unique services, like Amazon’s Prime Music, all of which grew the royalty pool.?
The evidence also showed that the mechanical-only floors for these offerings protected
Copyright Owners from any potential revenue deferral. Initial Det. 36-37. No party proposed
revising this “Service Revenue” definition.

After the Initial Determination, the Copyright Owners filed a motion for “clarification”
seeking for the first time to revise the Service Revenue definition for bundled offerings. See
Copyright Owners’ Motion for Clarification at 11-13, Phono 11, No. 16-CRB-0003-PR (2018-
2022), eCRB Doc. No. 2026 (Feb. 12, 2018). The Majority “did not treat the motion[] as [a]
motion[] for rehearing,” but nonetheless adopted a new definition of Service Revenue for
bundled offerings. Phono Il1, 84 Fed. Reg. at 1918 n.2; Order Granting in Part and Denying in

Part Motions for Rehearing (Amended) at 2 & n.3, Phono 111, No. 16-CRB-0003-PR (2018-

2 See Ex. 1069 11 39, 244 (Marx WRT): Ex. 1 |1 22, 36-37 (Mirchandani WDT

”); EX. 22
{91 3.10-3.21 (Hubbard WDT); Ex. 111 {{ 26-27, 36-39 (Mirchandani WRT); Ex. 132 1 2.7,
2.9-2.12, 2.18, 2.22 (Hubbard WRT); Ex. 249 {1 11, 64-70 (Klein WRT); Exs. 2, 18; 3/15/2017
Tr. 1312:19-1315:15, 1340:22-1344:19, 1348:7-21, 1349:15-1350:8, 1351:10-1352:4, 1355:21-
1357:16 (Mirchandani); 3/16/2017 Tr. 1465:9-1467:2 (Mirchandani); 4/13/2017 Tr. 5903:2-
5904:18, 5905:15-5906:13, 5908:11-5909:24 (Hubbard).
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2022), eCRB Doc. No. 3602 (Jan. 4, 2019) (Rehearing Order). The Majority did so despite
recognizing that the Copyright Owners had “not present[ed] evidence to support a different
measure of bundled revenue” than the definition in Phonorecords Il. Rehearing Order at 17.
Nevertheless, the Majority concluded that, “[b]y default,” they had to adopt a definition the
Copyright Owners proposed, based on the Services’ purported failure to put in evidence about
their subjective valuation of the components of existing bundles. 1d. at 18.

The D.C. Circuit vacated that decision, finding that the Judges had “completely failed to
explain under what authority [they were] able to materially rework that definition so late in the
game.” Johnson, 969 F.3d at 389. The court explained that “Section 803 identifies three ways in
which the Board can revise Initial Determinations.” 1d. at 390. But the “Board’s rollout of an
entirely new manner for calculating the streaming service revenue from bundled offerings fit
none of those categories.” 1d.3

The court also rejected the Judges’ reliance on “inherent authority” because the “Board
nowhere in its order or the Final Determination explain[ed] the source of its power to make
‘fundamental’ changes under the authorizing statute.” Id. at 391-92. Moreover, the court noted
that “Congress’s decision to limit rehearing to ‘exceptional cases,” and to confine other post hoc
amendments to cases involving ‘technical or clerical errors,” would be a nullity if the Board also
had plenary authority to revise its determinations whenever it thought appropriate.” Id. at 392.

Accordingly, the court vacated the Final Determination’s Service Revenue definition. Id.

3 The court rejected as an impermissible post-hoc rationalization the Government’s claim at oral
argument that “the unforeseen circumstances would be that [the Judges] initially adopted a
definition that was not supported by the record.” Johnson, 969 F.3d at 391 (cleaned up).
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On remand, the parties agreed, and the Judges determined, to resolve this issue without
reopening the record. Order Regarding Proceedings on Remand at 2, Phono I11, No. 16-CRB-
0003-PR (2018-2022), eCRB Doc. No. 23390 (Dec. 15, 2020).

4. The D.C. Circuit Rejected the Copyright Owners’ and George Johnson’s
Challenges to the Final Determination

Finally, the D.C. Circuit rejected the Copyright Owners’ appeal challenging “the Board’s
definition of ‘Subscribers’ as applied to student and family streaming plans, which affects the
computation of the mechanical floor.” Johnson, 969 F.3d at 392-94. The Board found that “the
assigned valuations match how the interactive streaming services themselves generally price
those programs, with family plans set at 1.5 times the normal subscription rate and student plans
at 0.5 times the normal subscription rate,” and that “this practice of ‘marketing reduced rate
subscriptions to families and students” was sensibly “‘aimed at monetizing a segment of the
market with a low [willingness to pay] (or ability to pay) that might not otherwise subscribe at
all.”” Id. at 392 (quoting Phono 11, 84 Fed. Reg. at 1961-62). In contrast to the court’s
discussion of the Majority’s rate level and rate structure determinations, the D.C. Circuit stressed
that “the testimony of multiple witnesses during the ratemaking proceeding support[ed] the
Board’s factual findings.” Id. at 393. Thus, the court concluded that the Copyright Owners had
“offered no plausible basis” for displacing those findings addressing new product categories that
had not been addressed in past regulations. Id. at 394.*

C. Since the Final Determination, Sound Recording Rates Have Not Declined

Contrary to the see-saw theory that underpinned the Majority’s original decision, sound

recording royalty rates have not declined in response to the considerable increases in mechanical

4 The court also rejected various arguments raised by George Johnson. Id. at 394-97.
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I -

Supplemental Testimony of Rishi Mirchandani {{ 13-24 (Mirchandani WDRT).

Meanwhile, business has been booming for the publishing industry over the last several
years. According to NMPA, “2019 was the fifth consecutive year of significant growth” in
music publishing royalties “primarily because streaming continues to grow at a fast pace.”’” That
upward trend began while Phonorecords Il was in place and long before the Final

Determination’s changes to the mechanical royalty rates and structure. Id.; see also 3/29/17 Tr.

3724:4-17 (Israelite) (admitting that total industry revenue || ENERENRG_G_
I from 2014 to 2015). The health of the industry is also reflected by

recent investment in publishing catalogs (even after the D.C. Circuit’s decision vacating the

Final Determination), with some purchasers paying hundreds of millions of dollars for the rights

" NMPA Honors Garth Brooks, Reports Over $3.7 Billion in 2019 Revenue, NMPA,
https://www.nmpa.org/nmpa-honors-garth-brooks-reports-over-3-7-billion-in-2019-revenue/
(last visited April 1, 2021).
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to notable collections.® For example, Hipgnosis Songs Fund, a British company that has recently
become a major player in the industry, “disclosed that it had spent about $670 million from
March to September acquiring rights in more than 44,000 songs by Blondie, Rick James, Barry
Manilow, Chrissie Hynde of the Pretenders and others.”® And in December 2020, Universal
purchased Bob Dylan’s musical works for an estimated price of more than $300 million. Id.

Finally, in early March 2021, shortly after the Phonorecords IV proceedings commenced,
the Copyright Owners and record companies reached a settlement to continue the existing
royalty rates and terms for CDs, permanent digital downloads, ringtones, and music bundles,
which are currently addressed in Subpart B of 37 C.F.R.§ 385, yet again, through the year 2027.
Notice of Settlement in Principle, In re Determination of Royalty Rates and Terms for Making
and Distributing Phonorecords (Phono 1V), No. 21-CRB-0001-PR (2023-2027) (Mar. 2, 2021)
(Notice of Settlement). If the Board adopts that settlement, the record labels will continue to pay
the Copyright Owners the greater of $0.091 per track or $0.0175 per minute of playing time. See
37 C.F.R. § 385.11 (2019). Based on longstanding industry practices concerning the percentage
of revenue the labels receive from each sale of a track, the recently settled mechanical rates will
maintain a nearly 7:1 split between sound recording and publishing fees that has long prevailed
in the download market. See Final Det. at 61; Ex. 695 { 44 (Leonard AWDT). That ratio—

repeatedly accepted by the Copyright Owners in direct, voluntary dealings with record labels—is

8 See, e.g., Andy Greene, Neil Young Sells Catalog Rights to Merck Mercuriadis’ Hipgnosis,
Rolling Stone (Jan. 6, 2021), https://www.rollingstone.com/pro/news/neil-young-music-catalog-
hipgnosis-investment-1110037/; Cathy Applefeld Olson, Stevie Nicks Sells Majority Stake in
Songwriting Catalog, Forbes (Dec. 4, 2020),
https://www.forbes.com/sites/cathyolson/2020/12/04/stevie-nicks-sells-majority-stake-in-
songwriting-catalog/?sh=7762bal1f239%%a.

% Ben Sisario, Bob Dylan Sells His Songwriting Catalog in Blockbuster Deal, NY Times (Dec. 7,
2020), https://www.nytimes.com/2020/12/07/arts/music/bob-dylan-universal-music.html.
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more than twice and nearly three times the split the Majority sought to engineer in the Final
Determination. See Ex. 695 44 (Leonard AWDT).

THE SERVICES’ RATE PROPOSAL

The Services’ Proposal accompanying this submission applies the royalty rate levels and
structure from the Phonorecords Il settlements to the regulations included in the Final
Determination that either the D.C. Circuit upheld against challenge or that went unchallenged on
appeal. Specifically, the Services propose to continue the rate levels that the parties negotiated
and agreed upon in Phonorecords I1; reinstate the caps on the TCC prong (previously referred to
as “minima” under the Phonorecords Il regulations); and maintain the “mechanical-only” floors
contained in the Phonorecords Il settlement. In addition, consistent with the Final
Determination and as the D.C. Circuit affirmed, the Services propose to treat family plans as
having 1.5 subscribers and student plans as having 0.5 subscribers for purposes of any per-
subscriber calculations, such as for mechanical-only floors and for TCC caps. Finally, the
Services’ Proposal restores the Service Revenue definition for bundles adopted in the Initial
Determination and that the D.C. Circuit held was inappropriately revised in the Final
Determination. The Services propose to embody these substantive terms within the re-organized
regulations the Final Determination adopted, rather than reverting to the previous organization of
those regulations, and to incorporate certain new definitions the Judges adopted that were not

contested on appeal.®

10 The Services also propose to make minor, clerical changes, such as to capitalize defined terms
consistently and to correct apparent typographical errors.

18
Services’ Joint Opening Brief
Docket No. 16—-CRB-0003-PR (2018-2022) (Remand)



PUBLIC VERSION

ARGUMENT

. THE SERVICES’ PROPOSAL BASED ON THE PHONORECORDS 11
SETTLEMENT IS REASONABLE AND SATISFIES THE SECTION 801(B)(1)
FACTORS

The Services’ Proposal builds upon the economic foundation of the Phonorecords 11
settlement that has allowed interactive streaming to take hold and grow as a source of revenue
for Copyright Owners. At its core are the heavily negotiated, tried-and-true rates and rate
structure from that settlement, which address a range of offerings targeting consumers with
varying willingness to pay. With that foundation, the Services have retained the terms adopted
in Phonorecords 111 to address family and student plans, which permit further price
discrimination in the interest of growing service revenues and royalty payments; the D.C. Circuit
upheld the Judges’ adoption of such terms. The Services’ Proposal also retains a handful of
modifications to the Phonorecords Il settlement that the Judges adopted in Phonorecords 111 and
that no party appealed. Unlike the vacated rates and rate structure, the Services’ Proposal is
reasonable and meets the objectives in Section 801(b)(1). The Judges should now embrace the
reasoning in Judge Strickler’s dissent, use the Phonorecords Il benchmark as the best available
evidence for setting the rate structure and rate levels, and adopt the Services’ Proposal.*

A. Phonorecords Il Has All the Characteristics of an ldeal Benchmark

Judge Strickler correctly found that the Phonorecords Il settlement has the “classic
characteristics of an appropriate benchmark.” Phono 111, 84 Fed. Reg. at 1999 (Dissent). Over

Judge Strickler’s careful dissent, the Majority rejected the Phonorecords Il settlement as a

1 The Services note that the procedural history and lengthy retroactive period will invariably
require a mechanism for efficiently addressing past royalty payments, credits, or true-ups. The
Services propose to work with Copyright Owners on a joint proposal to the Judges for such a
mechanism.
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benchmark in this proceeding. The D.C. Circuit, however, held that the Majority “did not
provide a reasoned explanation for its refusal to treat the Phonorecords Il settlement as a
benchmark when setting the total content cost and revenue rates.” Johnson, 969 F.3d at 381,
387. Because “the basis on which the Board rejected the Phonorecords 11” benchmark was not
credible, the D.C. Circuit vacated and remanded, requiring the Judges to consider the
Phonorecords Il benchmark anew. Id. Despite ample opportunity to do so, the Copyright
Owners have not been able to articulate a single credible reason for rejecting the benchmark.

When determining whether a benchmark is appropriate, the Judges have turned to “such
factors as whether [the benchmark] has the same buyers and sellers as the target market and
whether they are negotiating for the same rights.” Determination of Royalty Rates and Terms for
Transmission of Sound Recordings by Satellite Radio and ‘Preexisting’ Subscription Services
(SDARS I11), Final Rule, 83 Fed. Reg. 65,210, 65,214 (Dec. 19, 2018); see Phono I11, 84 Fed.
Reg. at 1999 (Dissent). The Phonorecords Il settlement meets all of these criteria: it involves the
same sellers, the same or similar buyers, and the same rights as at issue in this proceeding. There
has also been no material change in the economic circumstances of the marketplace that would
warrant adjusting the rate levels or rate structure in the benchmark.

To start, the Phonorecords Il settlement involved the same sellers and either the same
type of buyers or the very same buyers as this proceeding. See 3/15/17 Tr. 1082:11-1083:16
(Leonard); 3/13/17 Tr. 550:20-551:19, 566:23-567:25 (Katz); Ex. 885 { 71 (Katz WDT); see also
Phono 11, 84 Fed. Reg. at 1999 (Dissent) (“[T]he licensors (music publishers) and licensees
(interactive streaming services) categories are comparable (if not identical).”). Most of the
participants in Phonorecords I11 were either directly involved in the Phonorecords Il settlement

or operated in the market at the time of the settlement. See Ex. 6014 at 8-9 (signatures of
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participants on Phonorecords Il “Wrapper Agreement”); 3/29/17 Tr. 3761:7-3763:13 (Israelite)
(admitting that Pandora, Apple, Amazon and Google were participants in Phonorecords Il and
DiMA members). And the Phonorecords 1l settlement “pertains to the same rights at issue in
this proceeding.” Phono 11, 84 Fed. Reg. at 1999 (Dissent); see also Ex. 885 71 (Katz WDT);
3/13/17 Tr. 567:14-25 (Katz).

The Phonorecords Il settlement also accounts for key features of the market: the market
remains characterized by differences in consumers’ willingness to pay for music and the
products being licensed continue to have a marginal physical cost of zero. See Phono 1ll, 84
Fed. Reg. at 1999 (Dissent) (noting that “the economic circumstances are sufficiently similar and
the same in crucial respects, i.e., the ongoing differentiated nature of this marketplace and the
zero marginal physical costs of the licensed copies”). To account for consumers’ different
willingness to pay for music, the Phonorecords Il settlement contains different rate levels for
different product offerings and, because the “headline” rates are expressed as a percentage-of-
revenue, the royalty automatically adjusts (subject to the minima and floors) to account for any
differences in revenues that the offerings generate.

As Judge Strickler correctly observed, the Phonorecords Il settlement is “a very useful
benchmark because it embodies a price discriminatory rate structure that reflects the downstream
market’s segmentation by [willingness to pay].” Id. While some consumers will subscribe to a
premium subscription service, there are other consumers who are not willing to pay the premium
price—or to pay at all—for music. Without low- or no-cost services, that latter group of
consumers might acquire music through less lawful ways, including piracy, 3/15/17 Tr. 1121:12-
18 (Leonard), or might turn to other forms of listening that generate lower royalties for the

Copyright Owners. There was no disagreement among the parties as to these critical points.
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Experts on both sides agreed that the market is still “segmented” based on customers’
willingness to pay. E.g., 3/20/17 Tr. 1967:12-1968:1 (Marx); Ex. 1069 {{ 115-16 & Fig. 9
(Marx WRT); 4/3/17 Tr. 4428:6-4431:22 (Rysman); see also id. at 4843:7-44:9; 4/3/17 Tr.
4431:3-22 (Rysman); Phono 111, 84 Fed. Reg. at 1999 (Dissent). Likewise, all experts agreed
that the marginal physical cost of streaming is zero—as it was at the time of the Phonorecords 11
settlement. See, e.g., 3/20/17 Tr. 1829:2-4 (Marx); 3/13/17 Tr. 558:1-9 (Katz); 3/15/17 Tr.
1122:18-1123:8 (Leonard); 4/13/17 Tr. 5917:12-5918:10 (Hubbard); 3/30/17 Tr. 4086:2-10
(Gans) (streamed music is “non-rival good”); 3/27/17 Tr. 3167:2-23 (Watt); 4/3/17 Tr. 4318:8-22
(Rysman).

The circumstances surrounding the negotiation of the Phonorecords Il settlement further
confirm that it is an appropriate benchmark. The settlement was negotiated against the backdrop
of the Section 801(b)(1) objectives and a rate-setting proceeding like this one. Either side could
have rejected any proposed settlement and turned to the Judges to set rates and terms in the event
of a negotiation impasse. Ex. 885 { 72 (Katz WDT); 3/13/17 Tr. 567:2-13, 568:21-570:13
(Katz). Neither side would have accepted a deal materially worse than what they expected to get
in a rate-making proceeding applying the Section 801(b)(1) objectives. Ex. 885 { 72 (Katz
WDT); 3/13/17 Tr. 570:21-571:15 (Katz). As Judge Strickler explained, “[b]ecause the statutory
proceeding is the backstop, the power of any entity simply to refuse to strike a deal except on its
own unilateral terms is effectively negated. Thus, such settlement agreements tend to eliminate
complementary oligopoly inefficiencies, and provide guidance as to an effectively competitive
rate.” Phono Ill, 84 Fed. Reg. at 1993 (Dissent).

Given that the possibility of litigation hung in the background, it should come as no

surprise that the Phonorecords Il settlement was hard fought—by parties who knew exactly what
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they were agreeing to. Intense negotiations lasted for a full year before the parties reached a
settlement. 3/8/17 Tr. 172:7-12 (Levine); 3/29/17 Tr. 3756:25-3757:23, 3760:8-3761:6
(Israelite); Ex. 337 at 9. As is the case here, the parties disagreed on rate levels, but, unlike here,
the Copyright Owners eventually abandoned their position and agreed to continue the existing
headline rates. 3/8/17 Tr. 159:1-24,161:2-164:11 (Levine); 3/29/17 Tr. 3856:2-6 (Israelite).
Importantly, and unlike in the Phonorecords | settlement, the Copyright Owners did not insist
that the agreement include a term that it would be non-precedential. See Ex. 6014; 3/29/17 Tr.
3777:17-25, 3778:12-21 (Israelite) (witness unable to identify non-precedential language in
Phonorecords Il agreement).

The importance of streaming was clear to the parties during negotiations and at
settlement. They knew that streaming was the future of the music industry and that there was no
going back. Ex. 697 {1 5-6 (Levine WRT); 3/8/17 Tr. 171:6-172:6, 270:8-272:19 (Levine); see
also 3/29/17 Tr. 3756:20-24 (Israelite) (admitting that popular service Spotify had already
launched in the United States by the time of the Phonorecords Il settlement). So it was critical
to agree to terms that would allow the streaming industry to continue to grow as a profit center
for artists and songwriters.

The last ten years have proven that the settlement accomplished this goal. By providing a
flexible approach that allows for innovation, experimentation, and product differentiation, the
Phonorecords Il settlement has worked to the benefit of licensors and, to a lesser extent,
licensees. See Phono I11, 84 Fed. Reg. at 1999 (Dissent) (“[T]he parties have been operating
over the past ten years under this basic rate structure, with profits accruing to the licensors and

admittedly tolerable losses for the licensees.”).
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Finally, the Phonorecords Il settlement addresses any concerns with bundling and the
potential for revenue deferment. The Copyright Owners during this proceeding argued that a
percentage-of-revenue rate offers them no protection from revenue deferral or bundling by a
service. But that is simply not true. The Copyright Owners raised this same concern during the
Phonorecords Il negotiation—where the participants included multiproduct firms such as Yahoo
and Microsoft—and these concerns were addressed through the inclusion of multiple rate prongs,
minima, and floors. See id. Under the per-subscriber minima, the total musical works royalty
for certain types of offerings do not fall below a specified level. And the mechanical floors
ensure that the royalty paid for mechanicals (after subtracting out what has been paid for
performance rights) also does not fall below a specified level. These minima and floors mitigate
the effect of any potential revenue deferrals and appropriately address any concerns with
bundling. As Judge Strickler observed, a “way in which the input supplier [Copyright Owner]
can mitigate the effect of . . . revenue deferrals is to establish a pricing structure that provides
alternate rate prongs and floors, below which the royalty revenue cannot fall. This is precisely
the bargain struck between Copyright Owners and services in 2008 and 2012, and that has been
ongoing through the present day.” Phono Ill, 84 Fed. Reg. at 1990 (Dissent); see also id. at
1991-92 (Dissent) (noting that the Phonorecords Il settlement has successfully accommodated
bundling for a decade).

B. The Phonorecords Il Settlement Satisfies the Section 801(b)(1) Factors

Adopting the rate levels and rate structure of the Phonorecords Il settlement would also
further each of the Section 801(b)(1) objectives: it would continue to (1) maximize the
availability of creative works to the public, (2) afford the copyright owners and copyright users a
fair income under existing economic conditions, (3) reflect the relative contributions of the
copyright owners and copyright users, and (4) minimize the disruptive impact on the structure of
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the industries involved and on generally prevailing industry practices. 17 U.S.C. 8 801(b)(1); see
also Johnson, 969 F.3d at 369 (summarizing elements).

1. The Phonorecords Il Benchmark Maximizes the Availability of Creative
Works to the Public

Adopting the rate levels and structure of the Phonorecords Il settlement would continue
to “maximize the availability of creative works to the public.” 17 U.S.C. 8§ 801(b)(1)(A). This
objective is served by both the creation and dissemination of copyrighted works. See Adjustment
of Royalty Payable Under Compulsory License for Making and Distributing Phonorecords
(Mechanical Royalty Determination), 46 Fed. Reg. 10,466, 10,479 (Feb. 3, 1981) (“[T]he
adjustment of the statutory rate payable under Section 115 of the Act is intended to encourage
the creation and dissemination of musical compositions.”). There are at least three reasons why
renewing the rates and structure of the Phonorecords Il settlement accomplishes this objective.

First, the Phonorecords 11 settlement was negotiated with this objective in mind. The
Copyright Owners, as economically rational parties, would not have agreed to this settlement if it
would have limited their profits by stifling the availability of their creative works. See Ex. 885
173 (Katz WDT); 3/13/17 Tr. 571:25-573:2 (Katz). Indeed, the availability of works increased
dramatically under Phonorecords Il. See Ex. 885 11 60, 61 (Katz WDT) (growth by millions of
musical works in the repertories of ASCAP and BMI while Phonorecords Il rates were in effect).
There was no evidence offered during the hearing that showed that songwriters as a group
diminished or restricted their supply of musical works to the public under those regulations. See
Phono 11, 84 Fed. Reg. at 2017 (Dissent). In fact, in addition to the increase in the number of
available musical works, the testimony also showed that the music publishing sector was
increasingly profitable from the time of the Phonorecords Il settlement to when the record closed

in Phonorecords I11. 3/15/17 Tr. 1120:2-1121:23 (Leonard).
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Second, maintaining the Phonorecords Il rate levels increases the chance that services
eventually will become profitable and allows services to invest in their products to increase
subscriber counts and revenues. That directly increases the availability of works, through
dissemination by the Services. And it ensures that Copyright Owners reap the rewards from
growing the overall interactive streaming “pie”: increasing subscriber counts increases the
overall royalties Copyright Owners receive. 3/14/17 Tr. 885:12-16 (Herring); see also Ex. 1062
132 (Vogel WDT); 03/21/17 Tr. 2053:22-2054:4 (McCarthy).

Third, the price-discriminatory structure of the Phonorecords Il settlement “serves low
[willingness-to-pay] listeners [and] copyright owners, by incentivizing streaming services to
increase total revenue that the price discriminating licensor can obtain.” Phono 1l1, 84 Fed. Reg.
at 2017 (Dissent). As Judge Strickler explained, “the objective of maximizing availability of
musical works downstream to the public is furthered by an upstream rate structure that contains
price discriminatory characteristics that enhance the ability of the interactive streaming services
to engage in downstream price discrimination (‘down the demand curve,’ increasing revenue for
both Copyright Owners and the interactive streaming services.).” Id. at 2018. Indeed, “the
record indicates [the Phonorecords Il benchmark has] a rate structure . . . that has aligned well
the characteristics of both the upstream and downstream markets in a manner that increases the
availability of musical works ‘down the demand curve.”” Id. at 2019; see also id. at 1966 n. 173.

This price-discriminatory benefit is enhanced by the student-and-family-plan term the
Judges adopted and the D.C. Circuit affirmed. Specifically, the Judges recognized the
emergence of student and family plan products as a means of generating incremental revenue for

both the Services and the Copyright Owners. Phono 111, 84 Fed. Reg. at 1961-62; see also

4/06/17 Tr. 5327:4-14 (Vogel); Ex. 1062 11 30, 32 (Vogel WDT). |GG
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Iy e a0 3/14/17 Tr. 893:7-

16 (Herring) (stating that offering family plans allows for services to “add to the overall revenue
pie, also engage with listeners at a younger age or an older age. . . . People who we can add to
the subscription roles who wouldn’t necessarily do their own subscription.”). The student and
family plan terms adopted by the Judges are just one part of an “upstream rate structure that
contains price discriminatory characteristics that enhance the ability of the interactive streaming
services to engage in downstream price discrimination,” which furthers the “objective of
maximizing the availability of musical works.” Phono IlI, 84 Fed. Reg. at 2018 (Dissent).*?

2. The Phonorecords 1l Benchmark Satisfies the Fair Return and Relative
Contribution Factors

Adopting the rate levels and rate structure of the Phonorecord Il settlement also would
continue to “afford the copyright owner a fair return for his or her creative work, and the
copyright user a fair income under existing economic conditions,” as well as “reflect[] the
relative roles of the copyright owner and the copyright user in the product made available to the
public.” 17 U.S.C. 88 801(b)(1)(B), (C). These two objectives work to “regulate[] the price of

music” to “permit any [licensee] to enter the market at will,” Mechanical Royalty Determination,

12 Because the D.C. Circuit rejected the Copyright Owners challenge to this aspect of the Final
Determination, the family and student plan terms must remain in place regardless of whether the
Judges adopt the Phonorecords Il rate levels and structure. The vacatur and remand resulting
from the Services’ successful challenges to other parts of the Final Determination does not
provide the Copyright Owners with a further chance to re-litigate an issue that they lost before
both the Judges and the court. See United States v. Kpodi, 888 F.3d 486, 491 (D.C. Cir. 2018)
(“law-of-the-case doctrine . . . prevents courts from reconsidering issues that have already been
decided in the same case”). And those affirmed findings logically extend to all per-subscriber
components of the ultimate rate structure adopted by the Judges, including per-subscriber floors,
minima, and TCC caps.
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46 Fed. Reg. at 10,480, and to credit the Services for the work in creating digital music
services—*the product made available to the public,” Determination of Reasonable Rates and
Terms for the Digital Performance of Sound Recordings, 63 Fed. Reg. 25,394, 25,408 (May 8,
1998) (finding that “*product made available to the public’ applied to both the sound recordings
and the entire digital music service”).

As with the first factor, because the Phonorecords Il settlement was the product of an
industry-wide negotiation that occurred against the backdrop of Section 801(b)(1), it already
embodies these two objectives. See generally Phono 11, 84 Fed. Reg. at 1993 (Dissent). The
Copyright Owners did not object in 2012 that the settlement did not reflect their relative
contributions or afford them a fair return. Indeed, when submitting the Phonorecords Il
settlement to the Board, Copyright Owners, acting through the NMPA, represented that “nothing
in the Settlement is contrary to the provisions of the applicable statutory license or otherwise
contrary to law” and “there is no basis for the Judges not to adopt the Settlement.” Motion to
Adopt Settlement, Phono Il, Docket No. 2011-3 CRB (Apr. 10, 2012). Nothing in the record
provides any reason to adjust the Phonorecords Il settlement in light of these factors. See id.

To the contrary, much of the evidence offered during the hearing showed that the rate
levels and rate structure under Phonorecords Il were working as intended. The levels and
structure enabled the services to grow and innovate—under Phonorecords |1, the interactive
streaming industry bloomed into a significant means for consumers to listen to music. E.g., EX.
1065, Appendix B at 1.b (Marx WDT); Services’ Joint PFF {{ 89-108. At the same time,
royalties to Copyright Owners grew substantially year-over-year. 3/29/17 Tr. 3724:4-17

(Israelite) (admitting that from 2014 to 2015, the most recent time period for which the NMPA
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had data at the time of trial, total industry revenue ||| N R
)

This growth came because of the contributions that the services made to improving the
quality and variety of their offerings. See Services’ Joint PFF 1 89-108. The rate levels and
rate structure of the Phonorecords Il settlement properly credit the services for these
contributions. Higher royalty costs would not.*® The record shows that high royalty costs arel

N . 6521 16

(Levine WDT); Ex. 693 § 12 (Joyce WDT); 3/21/17 Tr. 2047:1-3 (McCarthy) (NN
) £x. 880 154 (Herring WDT); 3/14/2017
Tr. 876:18-21 (Herring). Indeed, most services that were in existence in the early 2000s have
gone bankrupt or been absorbed by larger services. Ex. 692 { 16 (Levine WDT). Put simply,
raising rate levels above those in the Phonorecords Il benchmark would jeopardize what has
worked to date.

3. The Phonorecords 1l Benchmark Minimizes Disruption

Finally, adopting the rate levels and structure of the Phonorecords 11 settlement would
“minimize any disruptive impact on the structure of the industries involved and on generally
prevailing industry practices.” 17 U.S.C. § 801(b)(1)(D). As the Judges explained before, a rate
needs adjustment under this factor if that rate “directly produces an adverse impact that is
substantial, immediate and irreversible in the short-run . . . [and] such adverse impacts threaten
the viability of the music delivery service currently offered to consumers under this license.”

Mechanical and Digital Phonorecords Delivery Determination (Phono I), 74 Fed. Reg. 4510,

13 The record demonstrated that, if anything, the Phonorecords 11 rate levels should be lowered
to satisfy the fair return and relative contribution factors. See, e.g., Ex. 1069 {161 (Marx WDT);
Phono 111, 84 Fed. Reg. at 2022 (dissent).
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4525 (Jan. 26, 2009). By renewing the rate levels and structure of Phonorecords Il, there is
minimal risk of disruption. As Judge Strickler put it, “a continuation of the present rate structure
and rates reflects constancy rather than disruption.” Phono 11, 84 Fed. Reg. at 2028 (Dissent).

C. The Phonorecords Il Benchmark Is Supported by a Wealth of Additional
Evidence

As discussed above, a standalone evaluation of the Phonorecords Il benchmark reveals
that its rates and rate structure are reasonable and satisfy the Section 801(b)(1) factors. While
that alone is sufficient, numerous other sources of evidence corroborate that the Phonorecords I1
benchmark—especially its 10.5% headline rate—is fair and reasonable. These include the
“Subpart A” benchmark and direct licenses between Services and publishers.*

1. The Subpart A Settlement Supports Carrying Over Phonorecords Il Rates

The Copyright Owners and record labels negotiated a partial settlement of the
Phonorecords I11 proceeding to resolve the Section 115 mechanical rates to be paid for digital
download sales, which were governed by “Subpart A” of the regulations. That settlement carried
forward the 9.1 cent per download (or other sale) rate in place during the Phonorecords | and 1l
rate periods. See Phono Il1, Proposed Rule, 81 Fed. Reg. 48,371 (July 25, 2016); Subpart A
Configurations of the Mechanical License, Phono 11, 82 Fed. Reg. 15,297, 15,297-99 (Mar. 28,
2017). The sound recording owners and Copyright Owners made a joint motion to the Judges
asserting that the continuation of existing Subpart A rates had “the support of essentially the
entire recorded music, music publishing and songwriting industries” and “[i]t is beyond any
doubt that a settlement with such broad support is ‘reasonable.”” Motion to Adopt Settlement

Industry-Wide, Phono 111, Docket No. 16-CRB-0003-PR (2018-2022) (Oct. 28, 2016).

14 As discussed in the next Section, when properly evaluated, the Shapley models and the
Majority’s own economic model also support adoption of the Phonorecords Il benchmark.
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Though the Judges did not ultimately adopt rates based on the benchmark, the Majority
noted that Subpart A “satisfies important criteria for a useful benchmark’” and informs a “zone of
reasonableness of royalty rates.” Phono 11, 84 Fed. Reg. at 1947. It involves the same seller
(i.e., the Copyright Owners), involves similar rights, and covers the identical time period at issue.
Ex. 698 11 27-29 (Leonard WRT). Moreover, as Dr. Leonard explained, Subpart A provides
direct evidence of how Copyright Owners value their contributions, including how they value
their contributions relative to the contributions of record labels. 3/15/17 Tr. 1080:12-20,
1114:14-1116:9 (Leonard).

The Majority limited its reliance on Subpart A based on a belief that streaming presented
the services with “access value” that was not present in the digital download market. Phono I,
84 Fed. Reg. at 1957. However, while listeners to digital services receive access value by virtue
of having millions of songs at their fingertips, that option value has never been something
provided by the Copyright Owners as part of the statutory Section 115 license. Prior to
implementation of the MMA, the Section 115 license was a work-by-work license, and services
were responsible for aggregating licenses to the millions of compositions they stream. See
Services’ Joint PFF § 18; 3/29/17 Tr. 3795:18-3796:1 (Israelite). And it is the Services that are
responsible for independently funding the blanket Section 115 license established by the MMA.
17 U.S.C. 8 115(d)(7). Nor do Copyright Owners recognize “access value” in distributions to
songwriters; instead, as with the Subpart A royalty, Copyright Owners distribute mechanical
royalties based on consumers’ choices to listen to particular songs from within the catalogs the
services compile and make available. 3/29/17 Tr. 3790:3-3792:22 (Israelite). The net result is
that any “access value” present in the market cannot be credited to Copyright Owners and should

not render the Subpart A benchmark less applicable. See Google PFF { 13.
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The Subpart A settlement supports adoption of the Phonorecords 11 benchmark for two
primary reasons. First, it demonstrates that the Phonorecords Il headline rate and TCC
percentages are not too low. Second, the Subpart A settlement demonstrates that no market
changes occurred since Phonorecords Il that justify a dramatic increase in rates. In fact, the
record labels and Copyright Owners recently agreed to carry the same rates forward again in
Phonorecords IV. See Notice of Settlement at 2 (filed by NMPA, NSAI, and RIAA on March 2,
2021, to inform the Board of an agreement that existing rates “should be continued for the rate
period at issue in the [Phonorecords 1V] Proceeding”). This latest settlement on identical terms
further underscores the propriety of continuing the rate levels and rate structure for the other
subparts of the Section 115 compulsory license.

The Subpart A benchmark is useful for determining proper rates. The fixed 9.1 cent per
download payment to Copyright Owners can be compared against the retail price of a download
sale to demonstrate the percentage of retail revenue Copyright Owners are willing to accept for
their contributions. Google PFF 1 39-40; Ex. 695 {1 40-42 (Leonard AWDT); Ex. 698 {{ 27-29
(Leonard WRT). Dr. Leonard performed this analysis by comparing the average royalty paid to
the Copyright Owners for a download (pursuant to Subpart A) against the average retail price of
a download, which suggested a range of reasonable rates of 8.7% to 9.6% of revenue. Phono I,
84 Fed. Reg. at 1947 (finding this analysis “useful””); Google PFF 11 39-40; Ex. 695 | 40-42,
Ex. 7 (Leonard AWDT); see also Ex. 885 {1 79-81, Table 4 (Katz WDT). As this analysis
demonstrates, the 10.5% headline rate in the Phonorecords Il benchmark is more than
reasonable.

Similarly, Dr. Leonard calculated an appropriate TCC percentage by comparing the

portion of revenue from the retail sale of a digital download retained by the Copyright Owners
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against the portion retained by record labels. Google PFF { 45; Ex. 695 1 46, 78 (Leonard
AWDT). This allowed him to evaluate the exact ratio at which Copyright Owners and labels
valued their respective rights in a very recent negotiation. 3/15/17 Tr. 1080:12-20, 1114:14—
1116:9 (Leonard). Based on this analysis, Dr. Leonard concluded that a proper range of TCC
percentages is 14.2% to 15.8%, which is lower than the TCC rates in the Phonorecords Il
settlement. See Google PFF 1 45-47. Again, this data point suggests the Phonorecords Il
settlement is, from the perspective of the Services, a conservative benchmark, and from the
perspective of the Copyright Owners, a highly favorable one.

In addition to supporting the Phonorecords Il rate levels, the Subpart A agreement also
demonstrates that Copyright Owners and labels agreed that market forces had not sufficiently
changed since the Phonorecords 11 time period to justify an increase in the 9.1 cent per download
mechanical rate.!®> To the contrary, trends in the retail prices of digital downloads caused the
portion of revenues paid to Copyright Owners to actually go down when expressed as a
percentage of sound recording royalties for that activity between the Phonorecords Il settlement
and the Subpart A settlement in Phonorecords I11. Google PFF § 40; Ex. 695 | 42 (Leonard

AWDT). Copyright Owners therefore cannot now claim that market changes in the years

15 Copyright Owners have previously suggested that they merely rolled over existing rates
because digital download sales had declined to a point where litigating Subpart A was not
worthwhile. At trial, that was demonstrated to be not credible when it was shown that digital
download sales accounted for billions of dollars in retail sales each year, meaning hundreds of
millions of dollars in royalties to Copyright Owners. See Services’ Joint PFF § 149; 3/29/17 Tr.
3817:17-3818:17 (Israelite). Copyright Owners also cannot casually agree to leave hundreds of
millions of dollars in royalties on the table in negotiations with record labels while arguing that
the Services must pay higher royalties to make up for that shortfall and other unrelated changes
in songwriter income from a bygone era. If a carryover of Subpart A rates satisfies

Section 801(b)(1), so too does a renewal of the remaining Phonorecords Il rates and rate
structure.
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preceding the Phonorecords I11 hearing should somehow cause rates to rise when their actions in
settling Subpart A demonstrate precisely the opposite.

2. Direct Licenses Between Services and Copyright Owners Corroborate the
Phonorecords Il Rates

Direct agreements between Copyright Owners and Services also support adoption of the
Phonorecords Il benchmark. A significant portion of some services’ mechanical licenses were
secured via direct licenses rather than through compulsory licenses under Section 115. See Ex.
695 11 53, 62-72 (Leonard AWDT) (describing various direct agreements between Services and
publishers). As Judge Strickler recognized, many of those direct licenses called for the
Phonorecords Il rates and terms. Phono 111, 84 Fed. Reg. at 1966 (Dissent), see also id.; Ex. 885
11 73-78 (Katz WDT).

While experts in this proceeding recognized that statutory rates may act as a “focal point”
that influences direct licenses, licensing parties are always free to deviate from the statutory rates
and structures if other arrangements better suit their needs. See Services’ Joint PFF 1 143-44
(describing some variations on the statutory scheme in direct deals). In fact, unlike the work-for-
work pre-MMA Section 115 license, the Services’ direct licenses with publishers in the record
provided the Services with blanket rights at Phonorecords 1l rates. See Services’ Joint PFF | 18;
see also 4/4/17 Tr. 4856:19-4857:11 (Eisenach). Whether this additional benefit is described as
*access value” or otherwise, the direct licenses provided the Services with additional value
beyond that provided by the statutory license at issue here. As a result, these direct licenses also
demonstrate that the Phonorecords Il rates are more than reasonable.

D. Criticisms of the Phonorecords 11 Benchmark Do Not Withstand Scrutiny

The Majority criticized the Phonorecords Il settlement as a benchmark on several
grounds, including a supposed lack of evidence about the subjective intent of the parties entering
34
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the settlement, the complexity of the rate structure, and a belief that the Services only proposed
continuation of the Phonorecords Il rates in order to protect established business models. See
Phono 111, 84 Fed. Reg. at 1944. The D.C. Circuit dismissed the Majority’s discussion of these
concerns, concluding that it did not amount to a reasoned explanation for rejecting the
Phonorecords Il benchmark. See Johnson, 969 F. 3d at 387. Tacitly acknowledging this, when
defending the Final Determination on appeal, “the Board change[d] tack” and speculated that the
Majority might have rejected the benchmark because the rates were too low or the benchmark
was “outdated.” Id. The D.C. Circuit rejected that speculation too, concluding that those
arguments were “nowhere to be found in the Final Determination.” Id. So the court concluded
that it could not “rely on them to sustain” the rejection of the Phonorecords 11 benchmark. Id.
In any event, the new reasons the Board sought to substitute on appeal are equally unpersuasive.

1. The Benchmark Approach to Rate-Setting Looks to Objective Facts—Not
Subjective Intent

The Majority noted that one of the primary criticisms of the Phonorecords Il benchmark
was a supposed lack of evidence concerning the parties’ subjective intent when entering the
settlement. Phono 111, 84 Fed. Reg. at 1944. But it also acknowledged that “[r]elying on a
benchmark as objectively useful without [the need for] further inspection” is “typical and
appropriate for the benchmarking method.” Id. at 1944 & n. 106 (emphasis added). Judge
Strickler agreed, noting that “the absence of more direct testimony regarding what went through
the minds of the negotiators of the 2008 and the 2012 settlements does not diminish the objective
value of this [Phonorecords 11] benchmark.” Id. at 2000 (Dissent). Indeed, the Copyright
Owners did not offer evidence of the subjective intent of the parties to their proffered
benchmarks. 1d. at 1944 & n. 106. In short, there is complete agreement that evidence of

subjective intent is not required when using a benchmarking approach to derive rates levels and
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structure; in fact, benchmark agreements representing the objective results of negotiations
between sophisticated entities are excellent benchmarks in part precisely because they do not
require inquiries into the unexpressed subjective intent of the parties.'®

But even if it were necessary to look to the Phonorecords Il participants’ subjective
intent, the record contains such evidence. The Services proffered testimony from two witnesses
regarding the Phonorecords | and 11 negotiations and the bargaining positions of the parties in
those negotiations. Copyright Owners complained that those two witnesses, Adam Parness and
Zahavah Levine, were not personally present in negotiation meetings with the NMPA in 2008
and 2012. But the record is clear that both Mr. Parness and Ms. Levine were “involved in the
contemporaneous internal discussions of negotiation strategy on behalf of the Services.” Phono
111, 84 Fed. Reg. at 1989 (Dissent) (recounting testimony concerning the involvement of Mr.
Parness and Ms. Levine with DiMA, the trade organization leading negotiations). Those
witnesses therefore were competent to provide evidence of the Services’ subjective intent.

Finally, if Copyright Owners felt additional evidence would have shown that the
agreement means something other than what it actually says, it was the Copyright Owners’
burden to come forward with evidence to that effect. Complaining about a supposed lack of
extrinsic evidence, regarding subjective intent or otherwise, does nothing to diminish the
objective value of a benchmark. See Determination of Royalty Rates and Terms for Ephemeral

Recording and Webcasting Digital Performance of Sound Recordings (Web 1V), Final Rule, 81

16 The Board denied a motion to compel production of negotiation documents related to one of
the other key benchmarks in this case, the Subpart A settlement. See Order Denying Motion to
Compel, Phono I11, No. 16-CRB-0003-PR (2018-2022) (Feb. 14, 2017). The Board then went
on to weigh the merits of that settlement as an objective indicator of market conditions without
rejecting it as a benchmark due to a lack of evidence concerning subjective intent. There is no
basis for a different approach here.
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Fed. Reg. 26,316, 26,384-85 (May 2, 2016) (“[W]hen a party fails to provide such important,
competent and probative factual or expert evidence [regarding the supposed improper use of a
benchmark], the Judges are left with no evidentiary basis to support the assertion that the alleged
additional value of other contractual items is sufficient to alter the rates and terms of the
benchmark agreements in which they are contained.”).

2. The Services Did Not Advocate for Adopting the Phonorecords Il
Benchmark To Protect Specific Business Models

The Majority rejected the Phonorecords 1l benchmark, in part, because it found that the
801(b)(1) factors did not require it to protect an individual Service’s business model from
disruption. Phono 11, 84 Fed. Reg. at 1945 (*The Judges cannot and will not set rates to protect
any particular streaming service business model.”). This misconstrues the Services’ arguments.
The Services did not advocate for carrying over the Phonorecords 11 settlement to ensure specific
services survived; instead, as discussed above, the Services argued that the settlement was a
valuable benchmark in part because it had allowed for different service types to emerge and
grow, which benefits the entire market. See Services’ Joint PFF 1 30-39.

The Services’ economists, notably Professor Hubbard, opined that the existing rate
structure had fostered growth in the “number of consumers, number of streams, entry, the
number of companies providing the streaming services, and the identity of the services providing
those services.” 4/13/17 Tr. 5977:23-5978:9 (Hubbard); see also Ex. 22 { 4.7 (Hubbard WDT).
Survey evidence showed that many consumers in the on-demand streaming market are sensitive
to price differences, 4/6/17 Tr. 5396:7-24 (Klein); Ex. 249 1 67-68 (Klein WRT), and the
Services’ economists explained that the existing Phonorecords Il rates had created an
environment where services could capture additional revenue from consumers with lower
willingness to pay by offering different service types. 3/21/17 Tr. 2176:1-16 (Hubbard); 3/15/17
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Tr. 1117:23-1118:25 (Leonard); 4/7/17 Tr. 5499:10-16 (Marx); Services’ Joint PFF 1 30. The
testimony demonstrates how the Phonorecords Il benchmark served the policy objectives of the
Section 801(b)(1) factors by maximizing the size of the overall pie to be split by the parties; the
point was not to suggest that the Judges were legally required to maintain existing rates in order
to subsidize specific services.

To be clear, the Services did argue that increasing rates might result in a decline in the
number of services, thus disrupting the market. But the focus of those arguments was on the
impact to the overall market for digital music rather than protecting specific services. For
instance, the Services jointly offered the testimony of industry expert David Pakman to explain
that increased rates would quell investment in the market. See Ex. 696 {{ 13, 27 (Pakman
WDT). And the Services argued that significant rate increases could disrupt the market by
driving large numbers of services out of business or forcing significant changes in business
practices. See, e.g., Services’ Joint PFF {1 180-220 (describing the potential impacts if the
Board adopted the significant rate increases proposed by Copyright Owners). Those types of
market-level impacts must be considered because they are squarely within the purview of the
fourth 801(b)(1) factor, which directs the Board to minimize impacts on the structure and
prevailing practices of the industry.

3. The Phonorecords 11 Benchmark Is Not Too Complex

The Majority also criticized the “Rube-Goldberg-esque complexity” of the existing
regulations. Phono 111, 84 Fed. Reg. at 1935. This is not a valid reason for rejecting the
Phonorecords Il benchmark either. To start, nothing in the Section 801(b)(1) factors that govern
this proceeding mandates that the rate structure must be simple. Id. at 1967 (Dissent). Further,
the prior rate structure was not needlessly complex; it was as complex as it had to be to
accomplish its aims. As the record reflects, the multi-part Phonorecords Il structure
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accomplishes the goal of allowing services to grow the overall pie by offering multiple,
differentiated service types, while also protecting Copyright Owners against revenue deferment
through the various minima and floors. See Phono 111, at 84 Fed. Reg. at 1926-28 (discussing the
“flexible” nature of the structure); see also id. at 2001 (Dissent) (explaining that the structure is
not any more complex than it needs to be). The rate structure requires multiple steps to
accomplish those aims, but there is no evidence that its complexity caused problems for either
the Copyright Owners or Services.” Moreover, this is the structure that interactive services and
Copyright Owners agreed to twice. If adhering to the rate structure had caused serious
confusion, then the parties would have varied their approach in Phonorecords Il rather than
rolling over the Phonorecords I structure. See Phono |11, 84 Fed. Reg. at 1967 (Dissent) (noting
that the Phonorecords 11 structure must not be impenetrable “given that the parties have operated
under the structure for a decade”).

Finally, it should be noted that the vacated rate structure was virtually as complex as the
Phonorecords Il settlement. See infra Section 11.C.2. The Majority eliminated TCC caps while
retaining every other aspect of the Phonorecords Il structure, including a multi-step royalty
calculation, definitions of the various service types, and floor fees that vary by service type.
There is no evidence nor any reason to think that the vacated rate structure is more easily

comprehendible or efficient than the one it replaced.

1" The actual parties paying and receiving royalties—Services and music publishers (and now,
the MLC)—are sophisticated. And as Judge Strickler accurately noted, if issues do arise
concerning songwriters not understanding the royalty structure, then the publishers, the MLC,
the NMPA, and multiple other advocacy groups are in place that can help explain how
mechanical royalties are paid and distributed. Phono 111, 84 Fed. Reg. at 2000 (Dissent).
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4. The Phonorecords Il Rates Are Not Too Low

On appeal, the government argued that the Majority was justified in rejecting the
Phonorecords Il benchmark because it contained rates that are simply too low. The record does
not support that conclusion. First, as described in detail above, the rate levels and rate structure
found in the benchmark satisfy the Section 801(b)(1) factors. The Phonorecords | and Il rates
were in place for 10 years, and during that time the industry experienced tremendous growth—
growth that accrued overwhelmingly to the benefit of Copyright Owners. See supra Section
I.B.2. Moreover, the weight of other available economic evidence, including the Subpart A
settlement, numerous direct license agreements, and various Shapley analyses all suggest that the
Phonorecords Il rates are clearly not too low. See supra Section I.C; infra Section I1.B.1. Put
simply, the economic evidence supports at most maintaining the current rate levels rather than
increasing them.

In the vacated determination, the Majority decided to raise rates based on admittedly
“anecdotal” testimony from several songwriters concerning how streaming had contributed to
supposed declines in songwriter income and the number of songwriters. Phono 111, 84 Fed. Reg.
at 1958. The Majority admitted that this testimony was “unsupported” by quantitative analysis,
but the Majority still credited the testimony on the basis that it was “uncontroverted.” Id. But
that evidence was and remains controverted. The record demonstrates that overall royalties
received by the publishing industry were trending upward, that the anecdotal evidence of
songwriter witnesses is at odds with quantitative data about the health of the publishing industry
as a whole, and that any past hardships suffered by songwriters were not caused by insufficient
mechanical rates for on-demand streaming but instead were the result of other factors such as
piracy, disaggregation of the album, and the healthy cut of royalties taken by large publishing
companies—factors that long-preceded both the Phonorecords I and Il settlements.
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The Services offered the testimony of an accounting expert, Professor Mark Zmijewski,
who analyzed publishing industry financials to demonstrate that streaming led to an increase in
publisher revenues relative to the status quo ante. Ex. 1070 1 38, 40 (Zmijewski WRT); 4/12/17
Tr. 5783:2-12 (Zmijewski). Specifically, Professor Zmijewski demonstrated that royalties from
streaming had increased dramatically for NMPA members in the years immediately preceding
the Phonorecords 111 hearing and that the increase in mechanical and performance royalties from
streaming actually outstripped the losses from download sales. 1d.; see also Phono I11, 84 Fed.
Reg. at 1986 (Dissent). This quantitative evidence paints a different picture of the market than
the anecdotal evidence offered by a few songwriters. And publicly available information since
the Phonorecords 11 trial makes it clear that the trends and overall health of the publishing
industry observed by Professor Zmijewski have continued—with the NMPA reporting five
“consecutive year[s] of significant growth” between 2014 and 2019, most of which occurred
while the Phonorecords 11 rates were in effect. See NMPA Honors Garth Brooks, Reports Over
$3.7 Billion in 2019 Revenue, NMPA, https://www.nmpa.org/nmpa-honors-garth-brooks-reports-
over-3-7-billion-in-2019-revenue/ (last visited April 1, 2021).

Additionally, the head of the songwriters’ own trade group, Bart Herbison, testified that
he did not “blam[e] the loss of songwriters on streaming,” because other factors, including piracy
and “disaggregation of the album,” had caused declines in songwriter royalties prior to the
popularity of streaming. 3/23/17 Tr. 2937:6-13, 2940:9-2941:23, 2945:4-22, 2955:1-2956:19
(Herbison). Mr. Herbison also admitted that he was “not ascribing any large percentage of
[lower mechanical royalties] to streaming.” Id.

The record also demonstrates that a significant impact on songwriter revenues is caused

by publishers securing large profit margins for themselves (with profit margins beyond those
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retained by record labels). See 4/3/17 Tr. 4513:9-20 (Brodsky) (D
-}

Ex. 1115 at 2, 21; Ex. 1069 § 202 (Marx WRT) (concluding that “publisher profits are
considerably higher than label profits and that the largest non-interactive and interactive

streaming services are conversely unprofitable” and finding that, while publishers have margins

o ) - <
Ex. 1118 at 4 (describing publishing as “| NG ); id. at 36, 38

(forecasting Sony/ATV margins for FYE 2016 at-% and for 2017 at-%). Raising
mechanical rates will not solve the problem of middlemen taking too much of the pie.

Taken together, the analysis of Professor Zmijewski, the testimony of Mr. Herbison, and
the evidence concerning publishers’ high margins make clear that any difficulties songwriters
had experienced in the past were not a result of the mechanical rates for streaming being “too
low” and that growth of the streaming industry under the Phonorecords Il structure was in fact
reversing the fortunes of the songwriting industry by increasing revenues.

3. The Phonorecords 11 Benchmark Is Not “Outdated™

On appeal, the Board’s lawyers also speculated that the Majority rejected the
Phonorecords Il benchmark because it was negotiated in 2012. See Johnson, 969 F. 3d at 387.
But, as the D.C. Circuit observed, the Majority did not reject the benchmark on that basis. Id.
And for good reason. While the age of a benchmark may be relevant, age alone cannot be the
basis for rejecting a benchmark without some showing that relevant market conditions have
materially changed since the benchmark was entered. See, e.g., United States v. ASCAP (In Re
Application of Buffalo Broad. Co.), No. 13-95 (WCC), 1993 WL 60687, at *43 (S.D.N.Y. Mar.

1, 1993) (adopting a decades-old benchmark after concluding that the “basic conditions in the
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industry that are relevant to fee levels [were] essentially unchanged” since the benchmark was
entered into).

The Copyright Owners tried and failed to make a showing of changed market conditions.
Specifically, the Copyright Owners alleged that the Phonorecords |1 rates were intended to be
“experimental” and that the market for streaming was so immature that its success could not
have been anticipated in 2012. See Phono I11, 84 Fed. Reg. at 1932. But, as the Services
demonstrated during the proceeding, the future success of streaming was already anticipated in
2012. See id. Many large entities (including participants in this proceeding) had already entered
the market, and at least one popular on-demand streaming product (Rhapsody) already had been
operating for a decade. Id.; Ex. 697 {1 5-6 (Levine WRT); 3/8/17 Tr. 154:21-158:5, 171:6-
172:6, 270:2-272:19 (Levine); Ex. 875 1 12 (Parness WDT); see also Phono 111, 84 Fed. Reg. at
1988 (Dissent).'® The Copyright Owners’ attempt to rewrite history is not persuasive.

Further, because the primary rate component of Phonorecords Il is a percentage-of-
revenue prong, the rate self-adjusts. As the industry has grown, mechanical royalty payments
have increased by leaps and bounds. See, e.g., Phono Ill, 84 Fed. Reg. at 1986 (Dissent)
(summarizing the Zmijewski expert report’s findings on increased royalty payments). And, as
Judge Strickler observed, the economic logic underpinning the Phonorecords 11 benchmark,
including the flexible rate structure that allows Services to price discriminate, remains
unchanged. See id. at 2000 (“[E]ven if Copyright Owners’ maturity/experimental argument had

merit, it does not supersede the convincing economic logic that a price discriminatory rate

18 Additionally, the Subpart A benchmark rate, which remained at 9.1 cents over the same period
of time and was recently reaffirmed for another five years, suggests that no changes in the
market have impacted Copyright Owners’ relative contributions to the production of sound
recordings in a way that would justify a change in mechanical royalties.
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structure remains appropriate, because the economic fundamentals endure.”). In short, nothing
has materially changed since 2012 that would render the Phonorecords Il benchmark obsolete.

1. THE VACATED RATE STRUCTURE AND RATE LEVELS ARE NOT
REASONABLE AND DO NOT SATISFY THE SECTION 801(B)(1) FACTORS

Regardless of the weight placed on the Phonorecords Il benchmark, the Judges should
not reinstate the rate levels or rate structure from the vacated Final Determination. As
experience has now shown, that decision was based on a faulty premise and the resulting rate
structure and rate levels cannot be reconciled with the governing rate-setting standard.

The central premise of the vacated determination was the so-called “see-saw” theory—
the assumption that record labels would voluntarily “accept millions of dollars in lost revenue”
by agreeing to “lower sound recording royalties” in response to an increase in mechanical rates.
Phono 11, 84 Fed. Reg. at 1966 (Dissent); Phono 111, 84 Fed. Reg. at 1953 (“[T]he Judges rely
on Professor Watt’s insight (demonstrated by his bargaining model) that sound recording royalty
rates in the unregulated market will decline in response to an increase in the compulsory license
rate for musical works.”). This “heroic assumption” undergirded the vacated determination.
Phono 11, 84 Fed. Reg. at 1966 (Dissent). It served as the Majority’s sole justification for
increasing rates notwithstanding that both sides’ Shapley models, and the model the Majority
constructed, called for a reduction in total royalties paid by the Services. And it was used to
justify the Majority’s unprecedented change to the rate structure. Indeed, the Majority was
“sanguine as to the impact of the uncapped TCC prong rate” in its “greater-of” formula because
the complementary oligopolist major record labels purportedly would “have no choice but to
decrease their royalty rates and reduce their revenues by millions of dollars.” Id.

The fallacy of the Majority’s “see-saw” theory is not merely hypothetical. Several years

of experience under the vacated rate structure have now demonstrated that the see-saw theory is
44
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wrong. The record labels have not agreed to lower royalties in response to Copyright Owner rate
increases. In fact, in some instances, sound recording royalties actually have increased in the years
since the Initial Determination issued. Reinstating the rate levels and rate structure from the
vacated determination on this record would be indefensible.

Importantly, the D.C. Circuit cautioned the Board against reinstating the vacated rates
and rate structure. It explained that “the dramatic step of uncapping the total content cost prong
for every category of service offering” has the pernicious effect of “yok[ing] the mechanical
license royalties to the sound recording rightsholders’ unchecked market power.” Johnson, 969
F.3d at 382. “Worse still,” the court observed, “the Board not only stripped away the total
content cost caps, but also significantly hiked both the revenue rate and the total content cost
rates the streaming services would have to pay.” Id. at 382-83. Ignoring these admonitions
would only invite a second reversal. Under D.C. Circuit precedent, if the court believed that
“there [was] at least a realistic possibility that [the Judges would] be able to substantiate the
[Final Determination] on remand,” the court could have remanded without vacating. Clean
Wisconsin v. EPA, 964 F.3d 1145, 1177 (D.C. Cir. 2020); see also, e.g., Allied-Signal, Inc. v.
U.S. Nuclear Regul. Comm’n, 998 F.2d 146, 150-51 (D.C. Cir. 1993).

Because the evidence does not support Professor Watt’s hypothesized see-saw effect, the
vacated rate levels and structure cannot satisfy the governing rate-setting standard. First,
without the debunked see-saw theory, there is no justification for readopting the vacated rates.
Not only are those rates in conflict with the Phonorecords Il benchmark, they also do not satisfy
the “fair return” and “relative contribution” factors under Section 801(b)(1). While the D.C.
Circuit concluded that the Judges may “rely on information drawn from different expert analyses

in calculating the mechanical royalty rates,” Johnson, 969 F.3d at 384, it did not endorse the
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rates derived from the Majority’s analysis as reasonable or consistent with the governing rate-
setting standard. To the contrary, it vacated those rates. See id. at 381.

The D.C. Circuit pointedly left open whether the vacated rates satisfy the Section
801(b)(1) factors (B) through (D). See id. at 381, 388-89. As the court explained, “whether the
Board adequately addressed factors B through D is bound up” and “intertwined” with several of
the other problems that led the court to vacate and remand the Final Determination and, as a
result, obviated the “need . . . at this juncture [for the court to] address whether the Board
adequately considered these remaining factors.” 1d. at 389. This need to reevaluate the Section
801(b)(1) factors is all the more important given the court’s finding that the Majority provided
no reasonable basis for rejecting the Phonorecords Il benchmark. See id. at 387.

Second, there is no justification for taking “the dramatic step of uncapping the total
content cost prong for every category of service offering,” including the Services’ flagship
subscription interactive offerings. 1d. at 381. Tying the mechanical rates directly to the
complementary oligopoly rates extracted by the labels, and then using those inflated rates as a
floor below which the mechanical rates cannot fall, is plainly unreasonable. Uncapping the TCC
prong for the offerings that generate the vast majority of the revenues and royalties is
unjustifiable regardless of the applicable rate level, but is even more egregious when coupled
with the Majority’s unjustified and dramatic rate hike.

For all of these reasons, the Judges should abandon the approach to rate-setting that led
the D.C. Circuit to vacate and remand and instead, as Judge Strickler would have, adopt rate
levels and a rate structure based on the Phonorecords Il benchmark. Doing so would moot the

D.C. Circuit’s many concerns with the vacated Final Determination.
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A. The Evidence Debunks the “See-Saw” Theory

The Majority was only able to justify the vacated rate levels and rate structure by
embracing the see-saw theory. While the Majority (correctly) concluded that the Services are
already paying too much in total royalties, Phono 11, 84 Fed. Reg. at 1952, it nevertheless
decided to raise musical works royalty rates by at least 44%, concluding that the increase in rates
would not ultimately make the Services much worse off (despite acknowledging that, if
anything, the Services need to be made better off). 1d. at 1953. The Majority was similarly
“sanguine” as to any adverse impact on the Services from tying the regulated mechanical rates
directly to the unconstrained complementary oligopoly rates secured by the record labels. Phono
111, 84 Fed. Reg. at 1966 (Dissent). In both cases, the Majority was only able to conclude that no
harm would come to the Services by hypothesizing that “sound recording royalty rates in the
unregulated market will decline in response to an increase in the [mechanical] license rate,”
leaving the Services in about the same position they were under the Phonorecords Il rates.
Phono 11, 84 Fed. Reg. at 1953.

The theory that label rates would decline to offset any increase in musical works rates
was introduced by Professor Watt, a rebuttal witness for the Copyright Owners. Id. (“Professor
Watt’s [Nash] bargaining model predicts that the total of musical works and sound recordings
royalties would stay ‘almost the same’ in response to an increase in the statutory royalty.”). But,
as Judge Strickler pointed out, “there is absolutely no evidence that such a significant shift in
royalty distribution would occur.” Phono 11, 84 Fed. Reg. at 1967 (Dissent); see also id. at 1966
(“[N]o witness could state whether this see-saw effect would occur, and there were no witnesses
from the record companies who testified that the record companies would impotently acquiesce
to a significant loss in royalties to accommodate the diversion of a huge economic surplus away
from them and to the Copyright Owners.”).
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As events have in fact unfolded, we now know definitively that Professor Watt was
wrong. The actual negotiations between record labels and Services since the Initial
Determination issued in January 2018 belie Professor Watt’s predictions of a see-saw effect.
Sound recording rates have not declined in response to increases in musical works royalty rates.

For most services, sound recording rates have not changed at all since the Initial
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These real-world events underscore that Professors Marx and Katz on the Service side,
and Professor Gans on the Copyright Owner side, were correct when they all cautioned the
Judges against relying on the highly speculative see-saw theory. 4/5/17 Tr. 4945 (Katz); 4/7/17
Tr. 5515-16 (Marx); Ex. 3035 | 32 (Gans WRT); Phono 1ll, 84 Fed. Reg. at 1967 n. 175
(Dissent) (Professor Gans “does not concede that the ‘see-saw’ effect will occur . . . . This
opinion only underscores the tenuous nature of the see-saw hypothesis.”). To fully offset the
increase in mechanical royalties, record labels would have to voluntarily give up millions in
revenues from streaming services over the 2018-2022 period. There is no reason to believe that
they would voluntarily do so just because musical works rates went up. Phono 111, 84 Fed. Reg.
at 1967 (Dissent) (“There is absolutely no evidence that such a significant shift in royalty
distribution would occur.”).

Professor Watt’s conclusion to the contrary derived from a model that does not reflect the
actual marketplace in several critical respects, rendering it uninformative for predicting how
record labels will react to mechanical rate increases in the real world. For one, Professor Watt
chose to include only a single record label in his Nash bargaining model and made no effort to

address the fact that the real world involves multiple “must have” record labels that form a

See Mirchandani WDRT {§ 13-24.
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complementary oligopoly. Written Direct Remand Testimony of Leslie M. Marx { 39 (Marx
WDRT); Written Direct Remand Testimony of Greg Leonard ] 17-20 (Leonard RWDT).?
Professor Watt’s model also failed to address some of the more practical issues with the
marketplace. For example, his model does not account for the fact that label agreements can
have multi-year terms or that it can take many years to negotiate a new agreement with a major
label, each of which makes it even less likely that sound recording rates could respond to
changes in mechanical rates during the statutory term. Marx WDRT {1 41-42; Phono Ill, 84
Fed. Reg. at 2028 (Dissent); 3/27/17 Tr. 3091-92 (Watt). For all of these reasons, and as
discussed in greater detail by Professors Marx, Leonard, and Katz, Professor Watt’s model
cannot be used to justify the vacated rate levels and rate structure. Marx WDRT {1 30-51;
Leonard WDRT 1 15-22; Written Direct Remand Testimony of Michael Katz { 12-43 (Katz
WDRT).

Because the evidence debunks the see-saw theory and its economic underpinnings, it
cannot be used to support the vacated rate levels and rate structure.

B. The Majority’s Rate Levels Are Unreasonable and Do Not Satisfy the “Fair
Return” and “Relative Contribution” Factors of Section 801(b)(1)

Rather than look to any of the benchmark agreements the parties proffered to derive rates,
the Majority instead turned to two Shapley models. These models were sponsored by Professor

Marx on the Service side and Professor Watt on the Copyright Owner side to address the “fair

20 professor Marx details a number of the other incorrect assumptions and several dubious data
choices that Professor Watt made, each of which render his model effectively useless for
predicting how record labels will respond to changes in mechanical rates in the real world. Marx
WDRT 1 30-45.
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return” and “relative contribution” factors set forth in Section 801(b)(1)(B) and (C).?* As the
Majority acknowledged, both experts” models conclude that the Services are already paying too
much in total royalties. Phono Ill, 84 Fed. Reg. at 1952 (“Both Professor Marx’s and Professor
Watt’s models show lower combined royalties being paid by services than are currently paid in
the marketplace.”). The Majority’s own model yielded the same conclusion. Id. at 1959
(endorsing a total royalty rate that is well below those that are currently paid in the marketplace).
Yet, despite this consensus, the Majority decided to raise mechanical rates anyway, making the
Services even worse off than they already were.

The Majority justified this untenable result by turning to the see-saw theory. By the
Majority’s logic, the Services need not worry about “significantly hiked rates” of at least 44%,
Johnson, 969 F.3d at 382-83, because record labels will voluntarily “accept millions of dollars in
lost revenue” by agreeing to “lower sound recording royalties” to largely offset the increased
musical works rates, Phono |11, 84 Fed. Reg. at 1966-67 (Dissent); see also Phono 111, 84 Fed.
Reg. at 1952-53. But even if that were true, the Services would still pay far more in total
royalties than the Majority’s own model—which called for a significant decrease in total
royalties—says they should. In any event, we now know definitively that the see-saw
assumption was wrong. There is no plausible way to square the Majority’s rate hike with the
governing rate-setting standard.

1. The Approach Used To Derive the Vacated Rates Is Fundamentally
Flawed

Rather than adopt any one expert’s Shapley model, the Majority chose to piece together

its own model. Specifically, the Majority took the highest total sound recording plus musical

21 The Majority also looked, “to a lesser extent, [to] the ‘Shapley-inspired’ analysis utilized by
[Copyright Owner expert] Professor Gans.” Phono I11, 84 Fed. Reg. at 1947.
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works royalty rate from the different variations of Professor Marx’s Shapley model (.%) and
divided that total royalty between sound recording and musical works rightsholders using the
- sound recording-to-musical works ratio from Professor Gans’ “Shapley-inspired” analysis.
The Majority’s model yielded the following results: (i) the services should retain .% of their
revenue (what remains after.% of revenue is paid out for all sound recording and musical
works rights); (ii) the Copyright Owners should receive 15.1% of revenue (the result of applying
the- sound recording to musical works ratio to the .% total royalty rate); and (iii) the
remaining -% of revenue should go to the sound recording rightsholders.

But as the Majority acknowledged, this particular division of revenues will never happen
in the real world because of the complementary oligopoly power of the record labels. Phono I,
84 Fed. Reg. at 1952 (“Both Professor Marx’s and Professor Watt’s models show lower
combined royalties being paid by the services than are currently paid in the marketplace . . .. The
discrepancy in total royalties between the models and the real world is explained, in part, by the
absence of supranormal complementary oligopoly profits in the Shapley model, and the presence
of those profits in the actual market.”). The record labels today typically take .% of Service
revenue—a rate that is more than .% higher than the -% sound recording royalty called for
in the Majority’s model.

In deriving rates, the Majority made a number of other observations about the Shapley
models. It recognized that all of the Shapley models “show lower combined royalties being paid
by services than are currently paid in the marketplace.” 1d. (emphasis added). In other words,
the Shapley models all show that the Services are already paying too much in total royalties and
are therefore not receiving a fair return or an amount that reflects their relative contributions.

And the Majority recognized that the Shapley models predict that musical works royalties should
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be “at or above the prevailing headline rate of 10.5%.” Id. (emphasis added). 2> In other words,
the all-in musical works royalty rate could remain at the Phonorecords Il level and still be
consistent with at least some of the Shapley results the Majority credited.

But rather than focus on either of these issues, the Majority inexplicably focused
exclusively on the models’ other conclusion that “the ratio of sound recording to musical works
royalties should decline.” Phono Ill, 84 Fed. Reg. at 1952.

The Majority’s singular focus on lowering that ratio (exclusively at the Services’
expense) was plain error. As an initial matter, the Majority’s focus on the ratio of sound
recording rates to musical works rates is inconsistent with the Copyright Act, which requires the
Judges to account for the returns and roles of the Copyright Owners and the Services. See 17
U.S.C. § 801(b)(1)(B)-(C). Itis also not clear why the sound recording to musical works ratios
derived from Shapley and “Shapley-inspired” models are even informative to the rate-setting
task at hand. As the Majority acknowledged, the labels will always take far more than the
Shapley models say they should, and, accordingly, the Shapley models will always yield an
artificially low ratio. Id.

Indeed, the unrealistic ratios derived from these models should raise significant concerns
about their utility here. The non-Shapley sound recording to musical works ratios that the Judges
credited, which all came from real-world benchmark agreements, call for significantly higher
sound recording to musical works ratios. The record labels and music publishers themselves
have just agreed—again—that the appropriate ratio is something closer to 7:1. See Notice of

Settlement at 2. And the other ratios that the Majority credited—those from direct licenses that

22 |n fact, the vast majority of Professor Marx’s Shapley analyses called for musical works rates
below the prevailing headline rate of 10.5%, and all called for rates that are below the effective
rate actually paid under the Phonorecords 11 agreement. Phono 111, 84 Fed. Reg. at 1952.
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range from - to- and that from the Pandora “opt-out” agreements of -—are also
materially higher than the ratios the Majority derived from the Shapley models. Final Det. at 40-
41, 48, 51, 61-62. Had the Majority used any of these real-world ratios in place of the Gans
- ratio taken from his “Shapley-inspired” model, the resulting rate would have been
dramatically lower than 15.1%—ranging from .% (the result of applying the. ratio to .%)
to % (the result of applying the lowest direct license ratio of [ to [J|%6). Notably, these
rates are all below (and in some cases well below) the rates contained in the Phonorecords 11
agreement.

Even putting aside all of the problems with the particular sound recording to musical
works ratio used by the Majority, because the Judges only control the mechanical rates, they can
only reduce the sound recording-to-musical works ratio by raising the mechanical rate. But
doing so will necessarily make the Services worse off than they already are. This result is at
odds with all of the Shapley models as well as the Majority’s own model, which conclude that
total royalties far below those currently paid by the Services are required to fairly compensate
the Services for their contributions to the marketplace.

The Majority’s answer to the fundamental problem that the Services would be
undercompensated if mechanical rates increased was the “see-saw” theory. By the Majority’s
logic, things will not become meaningfully worse for the Services because any increase in
mechanical rates will be almost entirely offset by a corresponding decline in label rates. In other
words, in the Majority’s view, mechanical rates could increase by 44% or more without making
the Services materially worse off. Based on that theory, the Majority awarded the Copyright
Owners the full 15.1% of revenue dictated by its model (phased in over time), and left it up to

the Services to convince the complementary oligopolist major labels to dramatically lower sound
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recording rates. This inequitable thumb on the scale does not satisfy even the Majority’s view of
the governing rate-setting standard for at least three reasons.

First, as discussed above, the see-saw theory the Majority embraced is belied by reality
and is wrong as a matter of economics. The predicted label rate decreases in response to
mechanical rate increases have not happened, and Professor Watt’s speculation to the contrary
was based on a flawed and uninformative economic model. As a result, rather than making the
Services better off (as all of the models say they should be) and the Copyright Owners no worse
off, the Majority made the Copyright Owners far better off and the Services demonstrably worse
off. This result is unreasonable, flies in the face of the very models the Majority relied on, and is
clearly at odds with the second and third 801(b)(1) factors.

Second, while the Majority gave the Copyright Owners the full amount dictated by its
model—the 15.1% that comes from splitting the .% total royalty between the sound recording
rightsholders and Copyright Owners using the- ratio from the Gans model—it also assured
that the Services will not keep anything close to the .% of revenue that the same model dictates
is necessary for the Services to receive a fair return and be appropriately rewarded for their
relative contributions. In other words, the Majority only considered what its model said about
the rate necessary to adequately reward the Copyright Owners while abandoning its obligation to
consider what that same model said about the rate necessary to ensure that the Services are
appropriately rewarded. This again is entirely at odds with the second and third 801(b)(1)
factors—which require the Judges to consider the returns and contributions of both the Copyright
Owners and the Services. 17 U.S.C. § 801(b)(1)(B)-(C). As a result of this plain error, the
Majority has the Services shoulder the full burden of the problems created by the complementary

oligopoly power of the record labels.

55
Services’ Joint Opening Brief
Docket No. 16—-CRB-0003-PR (2018-2022) (Remand)



PUBLIC VERSION

Third, even if the Majority’s “heroic assumption” that label rates will decline to offset
any increase in mechanical rates were correct, the Services would still come nowhere close to
securing the .% of revenue that the Majority’s model says they should keep. At best, the
Services would be made slightly worse off than they already are—paying total royalty rates that
do not leave the Services with a fair return, and are not reflective of the Services’ relative
contributions. According to the Majority’s own model, rather than paying upwards of.% in
total royalties, the Services should be paying only.% in total royalties. But for this to happen,
the record labels would have to voluntarily agree to give up billions of dollars in royalty
payments over the five-year term. See Dissent at 145 (“Given at least $2 billion in interactive
streaming revenue, if the record companies were to passively accept a reduction of royalties from
approximately 60% of that revenue, $1.2 billion, to Professor Watt’s proposed -%, ie.,to
_ billion, they would lose (assuming no further growth in streaming) approximately ‘
million annually, or g billion over five years.”). Not even Professor Watt was willing to claim
that record labels would ever do this.

For all of these reasons, the Judges should not reinstate the vacated rate levels.

2. The Majority’s Approach to Rate-Setting Must Be Significantly Adjusted If
It Is To Be Salvaged at All

If, despite all of the foregoing, the Judges are still inclined to follow the Majority’s
general approach and embrace the use of Shapley models to derive rates that satisfy the second
and third 801(b)(1) factors, they should, at a minimum, make a significant adjustment to address
at least some of the issues identified above. Doing so would require the Judges to take a more
balanced approach that accounts for the real-world impact of the record labels and fairly rewards
both the Copyright Owners and the Services, as the statute requires. Such an approach must

recognize that the record labels are not going to reduce their rates in response to an increase in
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mechanical rates, consistent with the reality discussed above. See supra Section ILA. This
more-balanced approach should take the percentage of revenue that the labels secure for
themselves as a given and then divide up what is left over proportionally based on the results of
the Majority’s analysis. In other words, the rates set by the Judges should result in the Services
and Copyright Owners sharing the burden the labels impose on the market.

Operationalizing a more balanced, burden-sharing approach along these lines is relatively
straightforward. As noted, the model adopted by the Judges calls for the Copyright Owners to
receive 15.1% of revenue while the Services should keep .% of revenue. But because the
labels typically take .% of service revenue—far more than the Majority’s model suggests they
should secure—the results for the Copyright Owners and Services cannot both be satisfied.
There is simply not enough revenue left over after the labels take their inflated cut. Instead, the
.% that is left over after the labels take their cut can be divided up proportionately, with the
services keeping [ or about % of the remaining revenue and the Copyright
owners getting || or about % of the remaining revenue—the same proportions
found in the Majority’s model. This approach ensures that the Copyright Owners and the
Services get equally close to what the Majority’s model dictates they should each get. Marx
WDRT 11 52-63.

Implementing this analysis yields far lower rates than those found in the vacated
determination. With a record label rate of.%, the rate most commonly paid by the Services
today, an effective all-in musical works rate of 10.9% ensures that the Services and Copyright
Owners both get about-% of what the Majority’s model dictates they should get—thereby
balancing the returns and rewards of both the Copyright Owners and the Services as Section

801(b)(1) factors B and C require. Marx WDRT { 60. This rate is only modestly above the
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headline rate found in the Phonorecords Il benchmark and is well below the average effective
rate paid by the Services under the Phonorecords Il benchmark. Dissent at 115-16 (noting, for
example, that- paid an effective percentage of revenue rate of-% across all of its tiers
of service under the Phonorecords Il agreement). The resulting 10.9% rate is also well above the
rates suggested by the Subpart A benchmark accepted by the Majority, which called for rates
ranging from .% t0 9.6%. Final Det. at 61. In short, this more-balanced burden-sharing
approach yields rates that are consistent with the Phonorecords Il benchmark agreement rates
and, if anything, further counsels in favor of adopting that benchmark.

This analysis does not solve all of the problems presented by the use of Shapley models
to derive rates and, as a result, remains far inferior to the Services’ proposed benchmarking
approach.?® However, if the Judges are nevertheless inclined to use an approach along the lines
taken by the Majority, the above-discussed adjustment is a necessary, albeit insufficient, step in
the right direction.

C. The Majority’s Rate Structure Is Unreasonable and Does Not Satisfy the
Section 801(b)(1) Factors

1. An Unconstrained TCC Prong for Subscription Interactive Services Is
Unreasonable

The Final Determination adopted a rate structure for subscription interactive services
with no precedent in the marketplace. See Phono I11, 84 Fed. Reg. at 1934-35 (citing direct
license agreements as asserted support for the vacated rate structure, none of which actually
contain that structure). This new structure eliminated the “cap” on the TCC prong (e.g., $0.80

per subscriber per month for subscription interactive services), which had been in place on

23 Most notably, this approach does not address the more fundamental problems associated with
using Shapley models to derive precise rates. Marx WDRT { 53; Leonard WDRT {{ 23-25.
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offerings that account for the vast majority of statutory royalties. As a result, the Services were
required to pay the greater of: (a) a percentage of service revenue; and (b) a percentage of the
service TCC, defined as the total royalties paid to record labels for the use of sound recordings.

Elimination of the TCC caps tied the mechanical royalty rates for the Services’ flagship
offerings directly to the royalty payments commanded by the record labels. As the Judges and
the D.C. Circuit have repeatedly acknowledged, the major labels have complementary oligopoly
market power in their dealings with subscription interactive services. See, e.g., Johnson, 969
F.3d at 382 (“[S]ound recording rightsholders have considerable market power vis-a-vis
interactive streaming service providers, and they have leveraged that power to extract excessive
royalties.”); Phono 111, 84 Fed. Reg. at 1933, 1940, 1952-53; Web 1V, 81 Fed. Reg. at 26,316,
26,343-44. Stated succinctly, the vacated determination improperly “yoke[d] the mechanical
license royalties to the sound recording rightsholders’ unchecked market power.” Johnson, 969
F.3d at 382.

The consequences of this dramatic departure from past practice cannot be overstated. As
the D.C. Circuit noted, “[w]ith no cap in place, the Board’s decision removed the only structural
limitation on how high the [mechanical royalty] (which is pegged to unregulated sound recording
royalties) can climb.” Id. at 380; see also Phono Il1, 84 Fed. Reg. at 1964 (Dissent) (“Whenever
the record companies demand and obtain a higher sound recording royalty rate”—which they can
through their “economic power to demand rates that embody their ‘complementary oligopoly’

status”—the “mechanical royalty rate must increase as well.”).?> And because the uncapped

24 The Majority’s chosen rate structure also continues the historic practice of ensuring that the
mechanical royalty (the amount remaining after musical works public performance rights costs
are subtracted out) never falls below a specified level for certain offerings.

25 That certain less economically consequential offerings have had uncapped TCC prongs in the
past does not justify subjecting all offerings to an uncapped TCC prong. The absence of a cap
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TCC prong is part of a “greater-of” rate structure, the rates ultimately paid by the Services to the
Copyright Owners will never drop below the specified percentage of those complementary
oligopoly rates.

Were that not enough, by eliminating the caps, the Majority created a classic “heads |
win, tails you lose” structure with all of the benefits going to Copyright Owners. Without the
caps, Copyright Owners benefit from increases in record label rates through the TCC prong. But
they also benefit if the percentage-of-revenue prong exceeds those market-power-infected rates.
The Services, on the other hand, are left with all of the downside.?® Judge Strickler rejected this
sort of “greater-of” rate structure that “favor[s] one side of the transaction over the other,”
ultimately concluding that such a structure “do[es] not meet the standard of reasonableness.”
Phono 11, 84 Fed. Reg. at 1984-85 (Dissent); see also Web 1V, 81 Fed. Reg. at 26,323-26
(rejecting a similarly one-sided greater-of rate structure).

The structural concerns with the uncapped TCC prong are far from hypothetical. Take,

for examplc,

B sce Mirchandani WDRT 1 10-11.

on these less significant offerings posed limited economic risks. Not so for the Services’
flagship subscription offerings.

26 This is not to say that simply adding a TCC cap to the rate structure will solve all problems.
As discussed above, the vacated rate levels cannot be reinstated either.
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2. The Majority’s Justifications for Adopting the Vacated Rate Structure Do
Not Withstand Scrutiny

Despite all of the problems created by an uncapped TCC prong, the Majority was
“sanguine as to [its] impact,” Phono 111, 84 Fed. Reg. at 1966 (Dissent), because it concluded
that “sound recording royalty rates in the unregulated market will decrease in response to an
increase in the [mechanical] license rate,” id. at 1953 (Majority). The Majority reasoned that
there is no need to worry that the TCC prong may raise royalty rates because the sound recording
rates that determine the TCC-prong payments will go down in response to the mechanical rate
increase. But, as discussed above, the see-saw theory is wrong and cannot justify the vacated
rate structure.

The Majority’s other efforts to support the vacated rate also fail. First, the Majority
asserted that “the use of an uncapped TCC metric is the most direct means” of reducing “the
ratio of sound recording royalties to musical works royalties.” Phono Ill, 84 Fed. Reg. at 1934.
But even if this stated goal of reducing the sound recording to musical works ratio were of
relevance here, the Majority never explained why it was permissible to accomplish this goal
solely at the expense of the Services. Nor did it attempt to balance this potential “benefit” with
the harms that come from tying mechanical rates directly to the rates charged by the record
labels—rates that the Majority concluded are “inefficiently high” because of the “complementary

oligopoly structure of the sound recording industry.”?” Phono 111, 84 Fed. Reg. at 1940. The

27 1t is also not clear what benefit is achieved by bringing the sound recording to musical works
ratio down. The Majority found a wide variety of sound recording to musical works ratios
informative for rate-setting, some of which are lower than the ratio found in the Phonorecords Il
agreement while others, such as the 7:1 ratio that the labels and publishers themselves agreed to
when settling the former “subpart A” rates and terms, are much higher. Final Det. at 61. Indeed,
this 7:1 ratio was just reaffirmed directly by the labels and publishers as part of their settlement
of the upcoming Phonorecords IV proceeding. See Notice of Settlement at 2.
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record demonstrates that the streaming industry has grappled with the issue of tying mechanical
rates to sound recording rates for two separate statutory periods and has concluded both times
that the appropriate way to implement such a rate component is to cap the TCC rate-prong.
Phono I, 74 Fed. Reg. at 4510; Adjustment of Determination of Compulsory License Rates for
Mechanical and Digital Phonorecords (Phono 11), 78 Fed. Reg. 67,938, 67,947 (Nov. 13, 2013).

Second, the Majority contended that the use of an uncapped TCC prong “effectively
imports into the rate structure the protections that record companies have negotiated with
services” to address any potential revenue deferral. Phono 111, 84 Fed. Reg. at 1934. These
concerns are misplaced. As Judge Strickler observed, a rate structure with a capped TCC prong,
like the Phonorecords Il settlement, achieves the same goal of protecting the Copyright Owners
from any potential revenue deferral through a “structure that provides alternate rate prongs and
floors, below which the royalty revenue cannot fall,” Phono 111, 84 Fed. Reg. at 1990, and does
so without allowing Copyright Owners to impermissibly share in the labels’ complementary
oligopoly power. Here too, the streaming industry has twice concluded, after extensive
negotiations, that the appropriate way to address any concerns regarding revenue deferral is to
have a rate structure that includes a capped TCC prong. Phono I, 74 Fed. Reg. 4510; Phono I,
78 Fed. Reg. 67,938.

Third, the Majority asserted that its preferred rate structure “reduces the Rube-Goldberg-
esque complexity and impenetrability” of the Phonorecords I and Il settlements. Phono 111, 84
Fed. Reg. at 1935. This too does not hold up. As an initial matter, the vacated rate structure is
not much simpler than the Phonorecords 11 rate structure. That is because the Majority
maintained the “mechanical-only” floors, which differ by type of service offering, as part of its

rate structure. So there are still many different formulas used to calculate the mechanical
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royalties for different types of offerings. Phono I11, 84 Fed. Reg. at 1935-36, 2031-36.2% In any
event, as Judge Strickler observed, “the parties’ ten-year rate structure, spanning two
settlements,” shows that “clearly they know how to penetrate the language and understand its
meaning.” Phono Il1, 84 Fed. Reg. at 1967 (Dissent).

Finally, the Majority contended that its rate structure is supported by voluntary
agreements between publishers and services. Phono I11, 84 Fed. Reg. at 1935. The record does
not support this conclusion. While there are a handful of direct licenses between - and
music publishers and a single license between the || service and a music
publisher that use an uncapped TCC to calculate royalty payments, all of these agreements have
different rate structures than that adopted by the Majority. The- agreements do not have
a “greater-of” rate structure at all. Phono 111, 84 Fed. Reg. at 1934 (“Several direct licenses
between - and music publishers base royalties on a straight, uncapped percentage of
TCC, with no ‘greater-of” prong.”). And the Ione- agreement has yet a different multi-
pronged rate structure.?® Id. Critically, all of these direct licenses include dramatically lower
rates than those adopted by the Majority, which substantially mitigates the concern with an

uncapped TCC percentage.

28 Indeed, from the Services’ perspective, the new rate structure adds additional complications.
Under the prior structure, if calculating TCC proved to be complicated or raised the potential for
disputes with the Copyright Owners (as a result of upfront advances or other complicating
factors), the Services could always conservatively assume that the TCC prong would reach the
cap. Under the Majority’s rate structure, the Services are required to calculate TCC in order to
determine whether the TCC prong or the percentage-of-revenue prong will bind. Potential
complications related to calculating TCC may ultimately lead to disputes between the Services
and the Copyright Owners.

2 That the [l service no longer exists further calls into question the Majority’s reliance
on this agreement as a benchmark for rate structure.
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The Majority gave no consideration to the interplay between the rate structure and the
rate levels found in any of these direct licenses, and made no attempt to assess whether the
benchmarks it relied on would have been entered into by any service at dramatically higher rates.
In stark contrast, there are a wide variety of other direct license agreements that include capped
TCC prongs and are fully corroborative of the Phonorecords Il rate structure and rate levels.

See, e.g., Phono 111, 84 Fed. Reg. at 1965-66 (Dissent); Phono 111, 84 Fed. Reg. at 1934. The
Majority never explained how its direct license benchmarks outweighed the far-more-prevalent
benchmark evidence with capped TCC prongs.

For all of these reasons, the vacated rate structure, like the vacated rates, cannot be
justified and should not be reinstated.

1. THE JUDGES SHOULD RETAIN THE INITIAL DETERMINATION’S
DEFINITION OF SERVICE REVENUE

The D.C. Circuit vacated and remanded the Judges’ “decision, after it had already issued
its Initial Determination, to reformulate the definition of ‘Service Revenue’ for bundled
offerings” because the Judges did not identify any “legal authority for its late-breaking rewrite.”
Johnson, 969 F.3d at 389. The Judges should retain the definition of Service Revenue adopted in
the Initial Determination both because there is no legal basis that would justify the decision “to
materially rework that definition so late in the game,” id., and because the definition adopted in
the Initial Determination has a proven track record of promoting industry growth and is the only
definition supported by the evidence.
A. The D.C. Circuit’s Decision and the Copyright Act Prevent the Board from
Substantively Modifying the Initial Determination’s Service Revenue
Definition
In Johnson, the D.C. Circuit held that the Copyright Act provides only “three ways in
which the Board can revise Initial Determinations” and that the Judges had failed to establish
64
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that the change to the Service Revenue definition fit any of those three categories. Id. at 390.
While the D.C. Circuit offered the Judges another opportunity to identify legal authority for its
action, see id. at 392, none exists and, for this reason alone, the Judges should retain the “Service
Revenue” definition from the Initial Determination.

The first way the Judges may revise an Initial Determination is to “order rehearing “in
exceptional cases’ in response to a party’s motion, 17 U.S.C. § 803(c)(2)(A).” 1d. at 390. The
D.C. Circuit held in Johnson that the Judges’ “material revision of the ‘Service Revenue’
definition for bundled offerings does not fall within the Board’s rehearing authority
under Section 803(c)(2)(A)” because “the Board itself . . . was explicit that it “did not treat the
[Copyright Owners’] motion[]’ to have the definition changed ‘as [a] motion][] for rehearing
under 17 U.S.C. 8 803(c)(2)’” and, *“as the Board found, the Copyright Owners” motion did ‘not
meet [the] exceptional standard for granting rehearing motions’ under Section 803(c)(2).” Id.
(alterations in original). The D.C. Circuit explained that the Board could not make “a volte-face”
and justify its revision to the “Service Revenue” definition on appeal “as an exercise of its
rehearing authority” because agency action must be justified by “reasons invoked by the agency
at the time it took the challenged action,” and post-hoc rationalizations are insufficient. Id.

For all the same reasons, Section 803(c)(2) cannot be used now to justify any
modification of the Service Revenue definition in the Initial Determination. Under Section

803(c)(2), the Judges can only use their rehearing authority * “in exceptional cases’ in response to
a party’s motion.” Id. The motion the Copyright Owners filed cannot be found to have satisfied
that standard. The Copyright Owners did not argue that their motion (which explicitly did not

seek rehearing) satisfied the “exceptional cases” standard before the Judges or the D.C. Circuit,

and have therefore waived that argument. See, e.g., United States v. Thomas, 572 F.3d 945, 949
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(D.C. Cir. 2009); Crocker v. Piedmont Aviation, Inc., 49 F.3d 735, 739 (D.C. Cir. 1995) (“[A]
legal decision made at one stage of litigation, unchallenged in a subsequent appeal when the
opportunity to do so existed, [governs] future stages of the same litigation, and the parties are
deemed to have waived the right to challenge that decision at a later time.” (alterations in
original)). Moreover, the Judges correctly determined the “exceptional cases” standard was not
met, Phono 111, 84 Fed. Reg. at 1918 n.2, and that determination, which was not challenged on
appeal, remains binding on the parties, see, e.g., Duberry v. District of Columbia, 924 F.3d 570,
579 (D.C. Cir. 2019).

The Judges also cannot revisit that correct determination not to grant rehearing without
engaging in impermissible post-hoc reasoning. The Supreme Court has previously explained
that, while an agency may “elaborate later” on its “initial explanation” of the reason (or reasons)
for its action, it “may not provide new ones.” Dep’t of Homeland Sec. v. Regents of Univ. of
Cal., 140 S. Ct. 1891, 1908 (2020); see also, e.g., McDonnell Douglas Corp. v. U.S. Dep’t of Air
Force, 375 F.3d 1182, 1188 n.2 (D.C. Cir. 2004) (“we do not typically remand to permit the
agency an opportunity to adopt an entirely new explanation first suggested on appeal’”). “Post-
hoc rationalizations by the agency on remand are no more permissible than are such arguments
when raised by appellate counsel during judicial review.” Food Mktg. Inst. v. ICC, 587 F.2d
1285, 1290 (D.C. Cir. 1978); see also Johnson, 969 F.3d at 390-91 (rejecting the Board’s
“attorney’s theorizing at oral argument” as impermissible post-hoc reasoning). Having explicitly
stated that they did not consider the Copyright Owners’ motion to revise the definition to be a
motion for rehearing, the Judges cannot now conclude that the motion qualified as one for

rehearing and that the Judges in fact engaged in rehearing. See Johnson, 969 F.3d at 390.
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The second way the Judges may revise an Initial Determination is through the grant of
authority to “correct ‘technical or clerical errors,” [17 U.S.C.] § 803(c)(4).” 1d. The D.C. Circuit
held in Johnson that the Judges’ change to the Service Revenue definition could not be so
construed because it involved a “substantive rewrite of the Service revenue definition.” Id. at
391. Because changing the definition of Service Revenue is a substantive change, and not a
“technical or clerical” one, Section 803(c)(4) also cannot be used now to justify any modification
of the Service Revenue definition from the Initial Determination.

The third way the Judges may revise an Initial Determination is to “ *‘modify the terms,
but not the rates’ of a royalty payment, “in response to unforeseen circumstances that would
frustrate the proper implementation of [the] determination.”” Id. at 390 (quoting 17 U.S.C.
8 803(c)(4)). The D.C. Circuit held in Johnson that this authority did not justify the Judges’
change to the Service Revenue definition because the Judges did not invoke this authority and
“the need to ground the original definition in the record” could not credibly be described as “an
unforeseen circumstance.” Id. at 391.%°

Changes to an Initial Determination that “fit none of th[e]se categories” fall outside the
scope of the Judges’ authority. Id. at 390. In Johnson, the D.C. Circuit rejected the argument
that the Judges have “inherent authority” to make changes to the Initial Determination,
explaining that the specific restrictions Congress placed on the Board’s authority in Section 803

“would be a nullity if the Board also had plenary authority to revise its determinations whenever

it thought appropriate.” Id. at 391-92. But, even if the Copyright Owners (or the Judges) were to

30 Because the Judges did not rely on either the “clerical or technical error” or “unforeseen
circumstances” prong of Section 803(c)(4) in the Final Determination, Rehearing Order, or on
appeal, see Johnson, 969 F.3d at 390, doing so now would also be an impermissible post-hoc
rationalization, see, e.g., McDonnell Douglas, 375 F.3d at 1188 n.2.
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identify a brand new source of authority capable of justifying substantive changes to the Service
Revenue definition now, the Judges would be unable to rely on this “uninvoked authority”
without engaging in impermissible post-hoc reasoning. Id.

B. On the Existing Record, the Judges Should Not and Cannot Modify the
Service Revenue Definition

Even if the Judges had the authority to do otherwise, they should nonetheless retain the
Service Revenue definition in the Initial Determination. The evidence in the existing written
record addressing bundles shows both that this definition is supported by the Phonorecords |1
benchmark and that it has proven industry-wide benefits. In contrast, the Copyright Owners did
not propose an alternative definition of Service Revenue until after the Judges issued the Initial
Determination and any definition they propose now would fail the basic requirement that the
Judges must adopt rules “on the basis of a written record.” 17 U.S.C. § 803(a)(1); see id.

8 803(c)(3) (“A determination of the Copyright Royalty Judges shall be supported by the written
record.”). For that reason alone, the definition from the Initial Determination should be restored.
But there are other compelling reasons for doing so.

1. The Record Amply Supports the Existing Service Revenue Definition

The Initial Determination’s Service Revenue definition best serves the goals of the
Copyright Act. It is a bright-line, easily administered rule; it continues the broad industry
agreement from Phonorecords I1; and it increases output and incentivizes “beneficial price
discrimination” to reach listeners who would otherwise not pay for music. Phono 1ll, 84 Fed.
Reg. at 1934. No other rule the Judges have previously considered has all of those benefits, and
it is the only one under consideration that fosters innovation to capture low willingness-to-pay

listeners who otherwise would not pay for any service.
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a. The Initial Determination’s Service Revenue definition continues the agreement
reached in Phonorecords Il. As the Judges recognized when relying on the basic Phonorecords
Il rate structure, Phonorecords Il is at the very least a valuable guide. See id. at 1934-1935.
Phonorecords Il was negotiated voluntarily between the Services and the Copyright Owners—
strong evidence that its terms are mutually beneficial—and the record evidence confirmed that
its treatment of bundles enabled experimentation and variation in the distribution of music with
long-term benefits for all parties. As explained above, in ruling on this remand, the Judges
should rely on Phonorecords Il as a benchmark with regard to rate levels and structure. See
supra Section I. Even if the Judges find that they have authority to alter the Service Revenue
definition for bundles, they should still rely on Phonorecords Il as a benchmark here for these
other reasons.

In addition, the portions of the Initial and Final Determination in which the Board
concluded that it should maintain the flexible, all-in rate structure are consistent with maintaining
the Initial Determination’s Service Revenue definition for bundles. There, the Judges
specifically considered the relationship between revenue and bundling, including by analyzing
the particular bundles offered by the Services. See, e.g., Phono 111, 84 Fed. Reg. at 1921 (“For
its music service offering, Amazon bundles interactive streaming at no additional cost with its
Prime membership . . . Google Play Music, launched in 2011, is bundled with the YouTube Red
video service subscription.”); id. at 1922 (discussing means of determining the payable royalty
pool “[f]or subscription service offerings, whether standalone or bundled”); id. at 1925 (rejecting
the “Copyright Owners argu[ment] that a transparent metric tied to actual usage is superior
because, under the alternative percent-of revenue approach, services might manipulate revenue

through bundling”).
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The Judges’ conclusion that they should preserve the Services’ flexibility to price
discriminate, see id. at 1934, including by creating bundles that capture listeners with low
willingness to pay, applies with equal force to the economic indeterminacy problem inherent in
defining Service Revenue for bundles. That problem arises from the fact that different customers
of a bundle value the different components of a bundle differently, even if they value the overall
bundle equally. Some customers might be willing to pay more for a music component than
others, and some might not be willing to pay for a music component at all. The ability to create
bundles that capture all of these different customers is a form of “implicit price discrimination”
that allows “producers to sell greater quantities and garner greater revenues than would be
possible under an a la carte sales regime.” Ex. 132 2.7 & n.18 (Hubbard WRT). Giving
Services the ability and proper incentives to create such bundles is therefore critical to expanding
the royalty pool by capturing low willingness-to-pay listeners.3!

b. The Copyright Owners have asserted that developments since the Phonorecords Il
settlement undercut the rationale of the agreed-upon treatment of bundles, rendering that
settlement an improper benchmark for later rate periods. Their core complaint was that, under
the Phonorecords |1 definition, Services were able to attribute $0 in Service Revenue to a
streaming service that was bundled with many other products and services that, collectively, are
worth the full purchase price of the bundle. The Copyright Owners focused on Amazon Prime
Music as their key example of the purported problem. See Copyright Owners” PCOL {1 360,

362, 364-65, 373 (discussing Prime Music).

31 The Judges’ reasoning for adopting rules that encourage student and family plans, which was
affirmed by the D.C. Circuit in Johnson, counsels strongly in favor of retaining the Service
Revenue definition, which encourages bundling. See supra Background, Section B.4. Like
student and family pans, bundles allow the Services to expand the royalty pool by capturing low
willingness-to-pay listeners.
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The Copyright Owners are wrong—and their key example, Prime Music, illustrates why.
Prime Music demonstrates the broad benefits of the definition of Service Revenue in
Phonorecords Il and carried forward in the Initial Determination. Prime Music is a unique,
limited-catalog, limited-functionality service that is not sold on a standalone basis. As part of
Amazon Prime, Prime Music brought into the royalty pool Prime subscribers who were not
current subscribers to other streaming music services. And as discussed below, the record
showed that it funneled many of those listeners into full-priced, full-catalog services. The
Phonorecords Il treatment of bundles enabled the flexibility and price discrimination that yielded
beneficial growth of the royalty pool.

The Copyright Owners’ complaint that Amazon attributed $0 in Service Revenue to
Prime Music ignores the extensive royalties that Prime Music listeners generated. Because

Amazon paid royalties using the royalty floor for its Prime Music listeners, Copyright Owners

received
. sce Ex. 18; see also Ex. 1069 1 244 (Marx WRT)

-). These substantial mechanical royalties received by the Copyright Owners in those
years reflect the royalty protection the per-subscriber minimum offers the Copyright Owners:
even if another prong of the royalty calculation is lowered by a bundle’s price, the per-subscriber
minimum guarantees that the Copyright Owners will still be paid a fair royalty.

These are substantial royalties that the Copyright Owners would not have otherwise
earned. As Amazon’s Rishi Mirchandani testified, Prime Music serves “more causal or passive

music listeners” who would not otherwise pay for a full catalog service. Ex. 1 {22 (Mirchandani

WDT). Prime Music appeals to “a broad group” of consumers “who ||| EEG_G_
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I on digital music with Amazon,” and “who [
I 0. Prime Music thus brings in listeners “who—uwith the right
pricing structure—will contribute to the overall revenue pool” when they otherwise would not.
.11 26-37
)

A huge volume of record evidence confirms that Prime Music expanded the royalty pool.

See Ex. 22 {1 3.10-3.21 (Hubbard WDT); see also id. { 3.17 (explaining that “Prime Music is

different from other streaming services, targets a unique audience, ||| GGG
I < 5 1 re el

through which Prime Music may garner additional royalties for copyright owners”); Ex. 132
112.9-2.12, 2.18, 2.22 (Hubbard WRT) (explaining that Prime Music expanded Amazon’s music

consumer base by appealing to consumers with a low willingness to pay for music, [}

) Ex. 249 at 11, 91 64-70 (Klein WRT) (explaining that [l
I 3/15/17 Tr. 131219-1315:15

(Mirchandani) (colloquy between Judge Strickler and Mr. Mirchandani confirming that, when
Amazon expanded Prime Music’s catalog and functionality, it was not concerned with

cannibalizing Unlimited subscribers, because Prime Music and Unlimited appeal to different

segments of listeners); id. at 1340:22-1344:19 (Mirchandani) ([ R
I .« 175521135715 (Mirchandan
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I : /15/17 Tr.5909:2-24 (Hucbarc) (N
I

Additional evidence corroborates both that Prime Music is capturing listeners who would
not otherwise pay for music and that it would be harmful—undermining beneficial price
discrimination—to raise the cost to Services of a music component that most customers of the
bundle do not place additional value on. “Most people join Prime for free two-day shipping or

video-on-demand (*VOD?’) content, and sometimes they end up trying Prime Music. On the

other hanc,

———
(Mirchandani WRT); see id 1 27 (explaining the ‘| NN

B - by the fact that holiday shoppers come to Amazon to buy gifts and end up
listening to Prime Music”); 3/16/17 Tr. 1465:9-1467:2 (Mirchandani) (explaining that Prime
Music was viewed by Amazon “as a way to increase engagement, retention, and also
conversion,” but not as a way to attract new Prime subscribers). Realistically, the consumer

price of Prime—which includes a huge range of other valuable components, like free shipping

32 See also Ex. 132 1 2.7 & n.18 (Hubbard WRT) (“A deep and rich body of academic
studies . . . shows how ‘bundling’ can serve as a form of implicit price discrimination, allowing
producers to sell greater quantities and garner greater revenues than would be possible under an a
la carte sales regime.”); Ex. 2 at 6-7 (

; 3/15/17 Tr. 1348:7-21, 1349:15-1350:8, 1351:10-1352:4 (Mirchandant) (

: 4/13/17 Tr. 5903:2-5904:18,

5905:15-5906:13, 5908:11-5909:124 (Hubbard) (
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and video streaming, in addition to limited-catalog interactive music streaming—jprobably would

not change even if Amazon removed music from Prime completely. See Ex. 1069 1 39 (Marx

wer)
)

Finally, Prime Music expands the royalty pool in an additional way: ||| EEGNGN
]
]
I £x. 111 939 (Mirchandani WRT). Indeed,
as Mr. Mirchandani explained, at the time of his testimony ||| NN
- 0000000000
Id. This means that, beyond the additional royalties from Prime Music subscribers, the
Copyright Owners benefit from additional royalties || RN
]

C. All of this evidence confirms that the Phonorecords 11 Service Revenue definition
remains the right approach. The Judges credited Professor Katz’s testimony that “the
marketplace appears to be functioning” and therefore that “the alternative minimum rates must
be adequately handling revenue measurement issues” in the context of bundles. Phono IlI, 84
Fed. Reg. at 1927; see id. (considering and rejecting argument that “the Services might obscure
royalty-based streaming revenue by offering product bundles . . . rendering it difficult to allocate
the bundle revenue™); id. (citing testimony that “the existing rate structure accommodates these
bundling, deferral, and displacement issues by the use of minima that are triggered if the royalty

resulting from the headline percent-of-service revenue falls below the established minima”). The
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Judges accordingly preserved the rate structure to allow continued flexibility and price
discrimination. See id. at 1934-1935.

2. Any Alternative Service Revenue Definition for Bundles Would Be Worse
and Unsupported by the Record

None of the other Service Revenue definitions for bundles that have been before the
Judges combines both the administrative simplicity of the Initial Determination’s definition and
the broad price discrimination benefits of promoting discounted bundles. Importantly, the
Copyright Owners did not even propose a definition of Service Revenue until after the Initial
Determination was issued, and so their proposal should never have been considered. Moreover,
the definition included in the Initial Determination is the most logical implementation of the
relevant concepts. Any other rule will have either tremendous administrative complexity—
involving costly and lengthy audits for all bundles, but especially for innovative services, like
Prime Music, where the music service is offered exclusively as part of a bundle and has no
standalone equivalent—or will disincentivize the price discrimination that bundling enables, and
thus decrease output and total royalties by losing the additional royalties that bundles generate.
Or, worst of all, it will do both.

Moreover, there is no support in the record for the definition the Copyright Owners
proposed for the first time after the Initial Determination. The Copyright Owners “did not
present evidence to support a different measure of bundled revenue because their rate proposal
was not revenue-based” and instead attempted to rely on “the evidentiary records in Web IV and
SDARS 11 [that] differ from the record in this proceeding.” Rehearing Order at 17. Evidence
borrowed from different proceedings cannot satisfy the Copyright Act’s requirement that the
Judges’ ruling be supported by the “written record” in the proceeding before them. 17 U.S.C.

8 803(c)(3). SDARS Ill is a particularly inapt comparison; as Judge Strickler explained, there is
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“an important difference between the bundling issue in the SDARS context and that issue here.
For the SDARS, the issue was how to measure revenue where only a pure revenue-based rate
structure exists, and the Judges noted the difficulty in assigning value to different elements of the
bundle.” Phono Ill, 84 Fed. Reg. at 1992 n.266 (Dissent). In the Phonorecords context,
however, “the 2012 benchmark (the parties’ agreement) addresses this indeterminacy by
adopting alternative royalty prongs, which, as noted in the text, supra, is one way to resolve the
indeterminacy problem.” Id.

The Services, in contrast, did present record evidence in this very proceeding to support
the existing approach to bundles. As shown above, the Services introduced evidence that the
then-existing rule was supported by the Phonorecords Il benchmark and had fostered beneficial
price discrimination that served the objectives of the Copyright Act. See also Rehearing Order at
17 (explaining that the Services argued the existing Service Revenue definition was consistent
with “the Judges’ endorsement of the classic price discrimination enabled by bundling strategies”
and was “derived from the 2012 Settlement”). While neither the Services nor the Copyright
Owners submitted evidence specifically addressing the way that customers, Services, or
Copyright Owners might “value the component parts” of bundles, see id. at 17-18, these
subjective valuations are unnecessary for the Judges to find ample support for the Phonorecords
Il approach to bundles in the record. Where the choice is between some evidence and none,
“something outweighs nothing every time.” Covad Commc’ns Co. v. Bell Atl. Corp., 407 F.3d
1220, 1222 (D.C. Cir. 2005) (ellipses omitted) (quoting Nat’l Ass’n of Retired Fed. Emps. v.
Horner, 879 F.2d 873, 879 (D.C. Cir. 1989)).

CONCLUSION

For these reasons, the Board should adopt the Services’ Proposal in its entirety.
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